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PROFESSOR DEIN, MR. ALEXANDER, 
AND SUPPLEMENTARY STATEMENT 
NUMBER 2 


GEORGE R. HusBAND 
Professor, Wayne University 


ACCOUNTING REviEw! Professor Ray- 

mond C. Dein criticizes severely pro- 
posals that adjustments be made to correct 
accounting statements for shifting dollar 
values. A prominent object of his attack 
is Supplementary Statement Number 2, 
Price Level Changes and Financial State- 
ments, promulgated in 1951 by the Com- 
mittee on Accounting Concepts and Stand- 
ards of the American Accounting Associa- 
tion, of which the writer was a member. 
No doubt the Statement is subject to 
criticism and disagreement. This article is 
written, nevertheless, in reply to Professor 
Dein’s criticisms. 

Professor Dein states that “The litera- 
ture of accounting since the end of World 
War II must certainly be unique among 
professional literatures in at least one 
respect: The vehement insistence by re- 
spected members of the profession, both 
practicing and academic, that accounting 
reports in this period of rising price levels 
have been and continue to be incorrect 
and misleading.’ That accounting litera- 
ture is not unique in its presentation of 
criticism of accepted practices is, of course, 


[’ THE JANUARY, 1955, issue of THE 


1 “Price-Level Adjustments: Fetish in Accounting,” 
Tue AccountTING REvIEw, January, 1955, pp. 3-24. 
? Ibid., p. 3. 


383 


evident upon even a cursory reading of the 
literature of other professions. Actually 
the literature of other areas—economics, 
psychology, sociology, education, religion, 
medicine, physics, and so on—is replete 
with illustrations in which old and pre- 
viously established beliefs and practices 
are held to be deficient in the light of 
changed conditions or new developments. 
Illustration can be piled upon illustration.® 


2 As one illustration, note the following taken from 
“The 20th Century Capitalist Revolution” (pp. 11-12) 
by A. A. Berle, Jr. “... they (materials for argument 
as our present capitalist system) cannot be 
marshaled without modifying the ideological lines of 
yesterday. For this reason, the ensuing study discards, 
and occasionally treats disrespectfully, some of the 
hallowed phrases dear to lawyers, economists, business- 
men, and the advertising fraternity. It is simply in- 
accurate to present the American system of 
1954 as a system in which competition of great units 
(which does exist) produces the same results as those 
which used to flow from competition among thousands 
of small producers (which in great areas of American 
economics does not exist). It is plainly contrary to fact 
to represent that the great collective enterprise known 
as a corporation follows a course similar to the limited 
private enterprise of Ricardo’s individual entrepreneur. 
. . . Even the classic law of supply and demand requires 
a second look in an economic system which does its 
level best, frequently with success, in creating a planned 
equation of supply and demand such as is practiced in 
the oil industry and the sugar industry. it is indefi- 
nitely disingenuous to assert that these operations are 
primarily following economic laws more or less accu- 
rately outlined by the classic economists a century ago 
when the fact appears to be that they are following a 
slowly emerging pattern of sociological and political 
laws relevant to the rather different community de- 
mands of our time.” 


7 
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In some cases the attack is on the very 
basis of the profession; in other cases it is 
only partial. While accepted practices 
always display a tendency to persist, if 
accounting literature is unique at all it is 
rather in the tenacity with which the old 
continues to be supported.‘ 

Professor Dein pays deep respect to Syd- 
ney S. Alexander’s paper on Income 
Measurement in a Dynamic Economy, 
draws heavily upon it, and recommends 
it as a basis for giving reconsideration to 
the price level problem.* Mr. Alexander, 
whose paper is worthy of respect, is pre- 
sented as one in whose eyes “‘the account- 
ant is not accused of presenting mislead- 
ing financial statements. ...”? Professor 
Dein appears to find comfort in this fact. 
While it is difficult, if not impossible, for 
any reader to determine specifically the 
subjective interpretation which a writer 
had in mind when he put his words 
on paper, the following quotations taken 
from the Alexander article would appear to 
rob Professor Dein of some of his comfort. 
They appear to indicate that the basis of 
the Alexander article is the same as that 
of those whom Professor Dein appears to 
believe to be defiling accounting literature. 
Says Mr. Alexander: 

The accountant . . . has tried to eliminate the 
element of subjective judgment from the deter- 
mination of income. He has tried to establish as 
nearly as possible hard and fast rules of calcula- 
tion in order to eliminate the guesswork and to 
introduce precise measurements. But in a dynamic 
world subject to unforeseen changes of prices and 
business conditions, it is not possible to avoid 
guesswork in the determination of income. To the 
extent that the accountant can eliminate guesses, 
he is substituting something else for income. 
That something else will be a good approximation 


* Some basis for this is to be found in the tendency 
for economic conditions to establish stability. This does 
not deny, however, the relevancy of criticism during 
periods of instability. 

5 Five Monographs on Business Income, Study Group 
on Business Income, (New York, 1950), pp. 1-95. 

* Dein, THE Accountinc Review, January, 1955, 


p. 24. 
7 Ibid., p. 9. (See also p. 7.) 
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to income in a fairly static situation when prices and 
business prospects do not change very much; the 
approximation will be very poor in a highly dy- 
namic situation when prices and business prospects 
are fluctuating violently.® 

The most perplexing and perhaps insoluble 
problems in defining and measuring income and 
capital arise out of the economist’s attempt to 
take account of changes in the values of assets 
or in the purchasing power of money. So long as 
the accountant can avoid these problems he can 
operate with relative confidence in a world of 
certainties. But to ignore the world’s uncertain- 
ties does not get rid of them, and #o the extent that 
the real value of money does change and it is neces- 
sary to revalue assets, the accountant will be 
presenting a false and misleading picture. Faced 
with a choice between precision of operation and 
precision of concept, the accountant has chosen 
the former, the economist the latter. That is, the 
accountant has chosen a concept of income which 
permits precise measurements but which yields 
misleading results under conditions of fluctuation 
and uncertainty.® 

In extreme cases of inflation the maintenance 
of capital intact in money value becomes a ludi- 
crous preoccupation.® 

In the elementary use of the income concept 
by an individual] the real value is the most ap- 
propriate. For money is merely the measure of 
what it can purchase. So, if a man buys an asset 
for $100 at the beginning of the year and sells it 
for $200 at the end of the year, and meanwhile the 
price level doubles, he has no real gain on the 
transaction. His $200 will buy no more at the end 
of the year than his $100 would have bought at 
the beginning of the year. Jt would clearly be a 
delusion to believe that he had gained $100 by the 
operation. Yet just this delusion does enter into 
conventional income accounting, which takes no 
heed of changes in the general price level. 


It is to be noted in this respect that 
Supplementary Statement Number 
2 neither denies the basic accuracy of 
traditional accounting statements, nor 
their validity for certain purposes. It 
holds that: 


Conventional accounting practices, which in- 
clude adherence to historical dollar costs in finan- 


® Five Monographs, pp. 6-7. (The writer supplied 
the italics.) 

Ibid., p. 9. (The writer supplied the italics.) 

10 Tbid., p. 73. 

 [bid., p. 78. (The writer supplied the italics.) 
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cial reporting have evolved over a long period. 
The usefulness for certain purposes of data so de- 
rived is well established.” 


But that: 


For many purposes wide fluctuations in the 
general price level . . . may place severe limita- 
tions on the validity, and, therefore, on the use- 
fulness of statements based on historical costs. 
Under such circumstances, the income statement 
reflects revenue expressed automatically in “‘cur- 
rent” dollars, while the cost of earning that reve- 
nue is expressed in dollars of widely varying pur- 
chasing power; the balance sheet, too, represents 
an assembly of items similarly measured in vary- 
ing dollars. While historical dollar cost statements 
are essential even in periods of major price change 
and may be adequate for some purposes, there is 
substantial evidence that important informational 
benefits would be derived from a restatement of 
accounting data in terms of a monetary unit of 
uniform significance—should an acceptable means 
of adjustment and presentation be developed. 
These benefits would stem from the elimination— 
or segregation—of one hitherto unknown variable, 
the fluctuation in the unit of measure.” 


And again: 


In accounting, different purposes may requirc 
different types of reports. The traditional balance 
sheet and income statement, employing historical 
dollar costs, have proved their usefulness and are of 
primary importance for many purposes. Reports 
prepared to reflect fluctuations in the value of the 
dollar may prove to have substantial usefulness 
for other purposes." 


It is clear, therefore, that for certain 
purposes the Committee gave its support 
to traditional accounting. For other pur- 
poses it believed corrected money state- 
ments to be more significant. 


MORE THAN A LITTLE STRAW IN THE 
BONES OF THESE MEN 


In criticizing Supplementary Statement 
Number 2 Professor Dein uses the expe- 
dient of associating with it various writings 
of individual members of the Committee. 


* Supplementary Statement No. 2, THE ACcounNT- 
ING REviEw, October, 1951, p. 469. (The writer supplied 
the italics.) 

. Ibid., p. 470. (The writer supplied the italics.) 

Ibid., p. 473. (The writer supplied the italics.) 
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Interpretation of the Statement in the 
light of what certain of the Committee 
members may have written either prior or 
subsequent to its publication may be a 
highly amusing pastime but can neverthe- 
less do violence to equity. The Supple- 
mentary Statement should be interpreted 
on the basis of its own text. Every attempt 
was made to avoid the use of weasel words 
and to set forth clearly all meanings that 
were intended to be conveyed. 


Economic Income 


While Professor Dein’s article states spe- 
cifically that Supplementary Statement 
Number 2 does not once contain the word 
“economic” in its text’® and that it does 
not make “explicit claim of intention to 
convert accounting income into economic 
income,’”® the statement made by Mr. 
Stans, a member of the committee re- 
sponsible for Supplementary Statement 
Number 2 (in an article in the Journal of 
Accountancy), to the effect that “While 
it (the Supplementary Statement) does 
not attempt to define ‘economic income,’ 
the committee makes it evident that, to 
the extent such a concept can be measured 
in accounting terms, this is its general 
objective’’’ is nevertheless by implication 
made a basis for attacking the statement. 
Professor Dein ignores Mr. Stans’ warn- 
ing to the effect that any statement he 
makes which is inconsistent with the text 
of Suppleraentary Statement Number 2 is 
his sole responsibility.’® 

It is possible, of course, that Mr. Stans 
misstated his case, although an attempt 
will be made later to show that he is not 
as greatly in error as Professor Dein as- 
sumes. Supplementary Statement Num- 


% Dein, THE AccountTING Review, January, 1955, 


p. 4. 

Tbid., p. 10. 

17 Tbid., p. 4. 

18 AAA Proposals Offer Practical Suggestions for 
Dealing with Price Level in Accounting, 


Changes 
Journal of Accountancy, January, 1952, p. 52. 
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ber 2, nevertheless, is clear on the matter. 
It does not contain the word “economic” 
and does not make “claim of intention to 
convert accounting income into economic 
income” because this latter was not the 
Committee’s objective. To claim other- 
wise is to misinterpret it. Note the follow- 
ing quotations from the Statement: 


The effects of price fluctuations upon financial 
reports should be measured in terms of the over- 
all purchasing power of the dollar—that is, 
changes in the general price level as measured by 
a GENERAL price index. For this purpose, 
adjustments should not be based on either the 
current value or the replacement costs of specific 
types of capital consumed.'® 

It has sometimes been suggested that the cur- 
rent or anticipated replacement cost of specific 
assets be used as a means of measuring the current 
dollar costs of capital “consumed.” This, however, 
would represent a departure from recorded historical 
cost and thereby would destroy to a considerable 
degree the objectivity of accounting. The cost of 
““consuming’’ existing capital should be determined 
irrespective of the intention to replace in kind, to 
replace with a different type of capital, or not to 
replace al all. This conclusion appears to rule out, in 
the determination of income for periodic reporting 
to stockholders and other non-management groups, 
the use of either replacement costs or a price index 
specific to the particular kinds of assets “consumed” 
by a given corporation. In contrast, the adjustment 
of historical dollar costs—the restatement of these 
costs in current dollars of equivalent purchasing 
power as measured by a general price index—is in- 
dependent of estimated replacement costs or replace- 
ment policy. It differs from the conventional original 
dollar cost concept only in that it recognizes changes 
in the value of the dollar and reflects these changes in 
the amortization of costs and in the determination of 
periodic income.”® 

Since the supplementary statements are in- 
tended to restate historical costs to reflect changes in 
the value of the dollar and are not concerned with 
changes in the value of specific assets, a general 
price level index should be used.”! 

It was not the Committee’s intent to 
present a method of measuring “‘economic 


income,’ nor was it intended to present 


19 THE ACCOUNTING REVIEW, October, 1951, p. 471. 

20 Jbid., p. 471. (The writer supplied the italics.) 

* [bid., p. 473. (The writer supplied the italics.) 

Dein, THe Accountinc REviEw, January, 1955, 
p. 10. 


a method designed to convert traditional 
accounting data into “economic” data.* 
The Committee did not assume “ . . . that 
accounting data can be converted into 
relevant data for the calculation of eco- 
nomic income by applying index number 
adjustments to... accounting ‘“data,”™ 
It did not assume “ . . . that it is possible 
to measure the relative well being (econom- 
ic income) of a particular individual in a 
group with the same devices that have 
been found appropriate for the group to 
which he belongs.’™ Nor did the Com- 
mittee assume “. . . that it is meaningful 
to speak of the real income of a business 
enterprise in the same manner as is done 
for groups of individuals.’* On these 
points Professor Dein’s disagreement may 
possibly be with others, but not with 
Supplementary Statement Number 2. 
There is nothing in Supplementary State- 
ment Number 2 which advocates the 
measurement of “‘economic’”’ income or the 
use of “‘economic’’ values. 


Economic Costs 


Professor Dein states that “... the 
adjustment of net income which is pro- 
posed (by Supplementary Statement Num- 
ber 2)?” is basically unsound because at 
bottom the adjustment procedure rests 
upon a confusion of terminology. Current 
costs (interpreted as opportunity costs, a 
proper basis for an inquiry of this sort) 
are spuriously equated to historical in- 
vestment costs restated in terms of current 
dollars.’ The Supplementary Statement is 
not guilty. At no time does it equate, either 
spuriously or otherwise, current costs and 
historical investment costs restated in 
terms of current dollars. Supplementary 

Ibid., p. 10. 

Ibid., pp. 4-5. 

% Ibid., p. 5. 

% [bid., p. 5 (The writer supplied the italics.) 

27 THe AccounTING Review, October, 1951, pp. 


468-474. 
28 Dein, THe Accountinc Review, January, 1955, 


p. 15 
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Statement Number 2 does not deal with 
current costs at all. It deals solely with 
historically incurred costs restated in 
terms of current dollars. 

Actually, the spurious element is 
created by Professor Dein. This he creates 
by contending that the various ends of 
usefulness which the Statement posits for 
dollar corrected financial statements could 
not possibly be supported unless dollar 
corrected amounts are to be interpreted as 
current costs. That the Committee so 
interpreted dollar corrected costs, he 
further implies, is evident from an article 
previously written by Professor Graham,” 
a member of the Committee responsible 
for Supplementary Statement Number 2. 
That Professor Graham was motivated 
by the same considerations when he 
wrote his previous article and when he 
signed the Supplementary Statement is 
not established. Nor is it established that 
Professor Graham, even if he did have the 
same thing in mind, dominated the think- 
ing of the other members of the Com- 
mittee. 


Preservation of the Basic Purchasing Power 
Reservoir 


Professor Dein states that usefulness 
No. 1 as set forth in the Supplementary 
Statement® to the effect that “ ‘The ap- 
praisal of managerial effectiveness in terms 
of the preservation of the current dollar 
equivalent of the capital invested in the 
business and not merely its initial amount’ 
implies that the discretion of management 
in utilizing the disposable funds of the 
enterprise is limited in one important 
sense, viz., that the reservoir of purchasing 
power represented by the investment in the 
firm must in any case be preserved un- 


** Changing Price Levels and the Determination, 
Reporting and Interpretation of Income, THE Ac- 
COUNTING REviEw, January, 1949. 

he Dein, THe AccounTING REviEw, January, 1955, 
p. 12. 


diminished.’ Evidence for this implica- 
tion is believed to be found in a statement 
made by Professor Hill in his article en- 
titled “An Analysis of Supplementary 
Statement No. 2.’%? The implication is 
demolished by a quotation from Mr. A. R. 
Prest, an English accountant, to the ef- 
fect that management best exercises its 
judgment at times by contracting the 
operations of the firm.** Does Professor 
Dein deny that management ever has a 
responsibility for the maintenance of its 
capital fund? 


The Reliability of the General Index 
Says Professor Dein: 


Supplementary Statement No. 2 proposes that 
the conversion of an investment in fixed assets to a 
“uniform current dollar” basis be accomplished 
by means of a general price index. The question is 
whether depreciation calculated on this “uniform 
current dollar” basis is properly called a “current 
cost” in the sense in which Professor Graham was 
using the term.™ 


The answer, of course, is ‘““No’’; that 
was not the intent of the Statement’s 
recommendation. From the standpoint of 
the Statement the question of importance 
is whether the use of a general price index 
converts money cost into general pur- 
chasing power cost thereby permitting the 
depreciation charge to determine whether 
the original general purchasing power 
investment is or is not recovered. Although 
this question was not raised, Professor 
Dein’s attitude in respect thereto would 
appear to be negative. He states that: 

Technological progress and changes in con- 
sumption patterns are both likely to be significant 
forces in industry at the very time that price 
levels are rising, their net effect being to offset 
the effect of the rising price level. Whenever this 


offset has occurred, the current dollar restatement 
of the fixed asset investment results in an exces- 


Tbid., p. 14. 
® THE ACCOUNTING REVIEW, January, 1952, p. 23. 
Tue Accountinc Review, January, 1955, 


15. 
bid., p. 13. 
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sive portion of the reported net profits being 
eliminated as due to price level change. The pro- 
posal for a current dollar restatement of fixed 
assets turns out to produce a fickle adjustment, 
a reasonably satisfactory one when technological 
progress has been relatively slight and becoming 
more and more unsatisfactory as technological 
progress is more far reaching. It is reasonably 
clear that technological progress characterizes 
American industry and so the procedure cannot 
be justified as doing a reasonably adequate job 
“in the large.’ 


Greer, Wilcox, and others have expressed 
similar opinions.® 

On the use of general index numbers 
Alexander, on the other hand, states that: 


The simplest way to convert a money measure 
into a real measure is through an accepted index 
of the general price level. No perfectly satis- 
factory index of the general price level exists, nor 
can one be conceived. It is not only that price 
indexes are imperfect because of poor price re- 
porting and inadequate coverage, but even in 
theory it is impossible to construct a perfect 
price index no matter how much information one 
has. 

The theoretical difficulty in constructing a 
price index derives from the fact that since all 
prices do not move together, it is necessary to use 
an average of different movements. That average 
must be weighted and the approximate weights 
change as between the periods measured. . . . Bug 
for practical purposes, the theoretical imperfection 
of index numbers need not worry us too much.’*" 


The point that technological improve- 
ment is a factor requiring consideration 
in the case of increased prices is of some 
importance. To the extent that in return 
for a higher price an increased efficiency 
or an improved quality is secured the 
buying power of the dollar is not reduced. 
The point is a two-edged sword, however. 
To the extent that technological improve- 
ment takes place the product produced 
with the aid of this improvement should 
decline in price. If the price of the product 


% Tbid., pp. 13-14. 

% The Case Against Price-Level Adjustments in 
Income Determination, Journal of Accountancy, De- 
cember, 1950, pp. 492-504. 

7 Five Monographs, p. 74. (The writer supplied the 
italics.) 


does not fall the buying power of the dollar 
may be held to fall to an extent greater 
than the difference between the price of the 
product prevailing prior to the introduc- 
tion of the technological improvement and 
any higher price that may prevail subse- 
quent to its introduction. The point that 
Dein, Greer, Wilcox, and others endeavor 
to make in this respect requires imple- 
mentation. 

Conceptually it is possible to have 
technological improvement and still have 
the general price index express only change 
in the purchasing power of the dollar. Con- 
clusions resting upon the process of statis- 
tical deduction are most valid when the 
statistical procedure through which they 
are derived approaches the method of 
single difference. In the case of a change- 
in-the-value-of-dollar-index, price in- 
creases greater than those which would 
be caused by the change in the value of 
the dollar need to be offset by price in- 
creases less than those which would be 
necessary to reflect the change in the 
value of the dollar, technological improve- 
ment needs to be offset by declines in 
efficiency, and so on. The general price 
index is most capable of approximating 
this result and is therefore most service- 
able for dollar correction purposes. 
Whether technological improvement is 
sufficient to cause its invalidation depends 
not merely upon the existence of techno- 
logical improvement alone. It is necessary 
also to show that in the construction of 
the index technological and quality im- 
provements are not balanced by loss in 
other cases of quality, efficiency, quantity- 
price relationship, weighting, and the like. 
These experiences, too, are of frequent 
occurrence in periods of inflation. It 1s 
further to be noted that the periodic 
shifting of the base to which the index 
number is related and the subsequent 
backward splicing of the index number 
reduce to some extent any bias that tech- 
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nological improvement may introduce. 

That bias is entirely corrected is not 
probable. As Alexander states, “No per- 
fectly satisfactory index number exists.” 
With Alexander, however, the Committee 
was of the opinion that the imperfection 
of the index number was not sufficient 
to invalidate its usefulness. It is to be 
noted in this respect that Supplementary 
Statement Number 2 states that ‘“Gen- 
erally speaking, any index number adjust- 
ment for change in the value of the mone- 
tary unit must be viewed, not as a fact, 
but as an indication of a fact—although 
quite possibly a more accurate indication 
than is often possible in other accounting 
judgments... . 


Dollar Corrected Statements and Reality 


Using the study published by Professor 
Ralph C. Jones in 1949,°* a quotation from 
former Mr. Chief Justice Hughes, and the 
fact that ‘‘...a tremendous increase in 
productive capacity, as well as other plant 
improvements, has been acquired along 
with substantial dividends payments, 
heavy income tax payments, wage rates 
edging upward, and minimum resort to 
the capital markets,’*° Professor Dein 
raises the question as to whether “the 
advocates of adjusted financial state- 
ments (do not) éry to prove too much with 
their ‘elaborate estimates and computa- 
tions.’ ’’*! He concludes that “It is difficult 
to see how any reasonably complete 
methodology ... will not wind up with 
conclusions which are... ‘at war with 
realities.’ ’’“? The existence of contradic- 
tory aspects in life is, of course, not war 
with reality, but rather reality itself. 
That an individual continues to increase 
his bank balance during a period of in- 


*8 THe ACCOUNTING REvIEW, October, 1951, p. 472. 
* Journal of Accountancy, January, 1948, pp. 9-27. 
Dein, THE Accountinc REview, January, 1955, 
p. 23. 
Tbid., p. 23. 
® Thid., p. 23. 


flation does not deny the loss of purchas- 
ing power of previously accumulated 
amounts, nor that, assuming the period 
of inflation to continue, purchasing power 
loss will probably be suffered on the more 
recent deposits. Life is a curious thing. 
In some cases the process of contributing 
to the bearing of offspring also contributes 
to the death of one of the contributors. 
To deny that inflation contributes to 
losses is to deny that it accomplishes to 
some extent the economic objective which 
basically contributes to its coming into 
being: the acquisition of goods by the 
government by means other than taxa- 
tion. 

Veblen states that “...among the 
securely known facts of psychology, as 
touches the conduct of business, is the 
ingrained persuasion that the money unit 
is stable... .”’ “It is known not to accord 
with fact, but still it remains a principle 
of conduct. It has something like an in- 
stinctive force; or perhaps rather, it is 
something like a tropismatic reaction, in 
that presumption is acted on even when 
it is known to be misleading.’ Paton, also 
has stated that ‘“‘As a rule, we think and 
act in terms of current dollars. ...’“ To 
the extent this tropism exists it assists 
in explaining the apparent contradictory 
aspect of the two realities: the reality 
depicted by the dollar corrected statements 
and the reality of plant expansion, in- 
creased dividends, income taxes, and so 
on. The “‘tropismatic reaction”’ is likely to 
lose much of its force when inflation be- 
comes extreme and penetrates conscious- 
ness to greater extent. 

The expansion of plant and equipment 
may in the second place represent an at- 
tempt to offset to some extent the oppor- 
tunistic loss that might be suffered were 

# Thorstein Veblen, Absenice Ownership and Busi- 
ness Enterprise in Recent Times, (New York, B. W. 
Huebsch, inc., 1923), p. 179. 


“ Depreciation and the Price Level, THz Account- 
ING Review, April, 1948, p. 121. 
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the funds not invested. As George O. May 
points out inflation has the effect of a 
capital levy.“ Funds invested in plant 
and equity securities provide an oppor- 
tunity to pass a portion of the capital 
levy along to others, either through the 
sale of the plant and equipment directly at 
a subsequent inflated price or through the 
medium of subsequently inflation-influ- 
enced product prices. The purchasing 
power losses depicted by dollar corrected 
statements may therefore be less than the 
opportunity loss that might have been 
suffered had the funds not been invested. 
This opportunity loss savings—not ex- 
pressed by the accounting statements— 
rather than the depicted realized loss 
must be expected to serve to some extent 
as motivation. This can be as effective as 
mere dollar thinking. 

, In the third place much of business is 
-‘conducted on a dollar basis. Investment 
' dollars are acquired from stock and bond 
investors and need be repaid only in dol- 
lars. Interest and dividends need be paid 
only in dollars. In other words both con- 
tractual and residual obligations are 
dollar obligations. As a fictitious entity 
the business consumes nothing; success 
brings it no emotional feeling of satis- 
faction; loss, no emotional feeling of fail- 
ure. From this point of view the business 
game need be played in terms of money 
chips only. Increase in the mere num- 
ber of chips measures success. Continued 
inflation represents an opportunity further 
to increase the number of chips. Ex- 
pansion for the purpose of their obtain- 
ment therefore appears reasonable. In 
the end purchasing power gains and losses 
are passed on to the flesh and blood in- 
dividuals behind the corporation who are 
capable of consumption, of feeling the 
elation of real success, and the depression 


* G. O. May, Business Income and Price Levels— 
An Accounting Study,” (Study Group on Business In- 
come, 1949), p. 60. 
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of failure. It is not to be wondered at, 
therefore, that as Veblen and Paton have 
pointed out management’s thinking and 
action is frequently related to the thing 
that happens to mere counters, and that 
expansion of physical assets and purchas- 
ing power losses are concurrent experi- 
ences. 

One other consideration is of importance. 
Reality is not confined to the inflation or 
expansion phase of the cycle. Whether 
management from the mere money angle is 
a contributing factor to depression, mal- 
adjustment of productive-consumptive re- 
lationships, insolvency, bankruptcy, ac- 
companying adjustments of security rela- 
tionships, unemployment, and the like is 
a question of some significance. To the 
extent that it is, any view of reality which 
does not take it into consideration is 
partial only. 


Solution of the Problem Through Education 


Professor Dein commends to the com- 
mittee responsible for Supplementary 
Statement Number 2 the advice of Howard 
Greer to the effect that “The correct 
solution of this problem (the price level 
problem) lies in the education of the 
public in the problems of business econom- 
ics and the way in which they are af- 
fected by fluctuations in money values.” 
“This requires,” says Greer, “not a re- 
vision of accounting statements but a 
thorough-going exposition of their signifi- 
cance as stated. The businessman and the 
economist must see that the facts are 
understood, and the politicians and the 
labor leaders must learn to understand 
them.’“* Has the accountant no respon- 
sibility for their education? Why must the 
businessman and the economist assume 
the burden? And what are the facts that 
the politicians and labor leaders must 
learn to understand? Are they facts? And 


“ Dein, Tae AccounTinG Review, January, 1955, 
p. 19. 
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if they are, are they capable of being re- 
duced to statement form? If they are, 
isn’t the best means of education the re- 
duction of these facts to statement form? 
Are not supplementary adjusted state- 
ments an educational device? If the ac- 
countant who is in the best position to 
know the facts does not reduce them to 
statement form, are politicians and labor 
leaders likely to learn to understand them? 
And will not the education which the 
businessman and the economist provide 
cast as much reflection on mere money 
accounting as the preparation of supple- 
mentary statements? Can education be 
expected sufficiently to bridge the gap 
between the natural interpretation of 
figures and their accounting significance? 

“The charge,’ says Professor Dein, 
“that accounting statements are mislead- 
ing during a period of inflation implies an 
undefensible concept of the proper func- 
tion of financial statements.’*? What is 
this undefensible concept? What is the 
proper function of financial statements 
and who decrees what this shall be? 


AN ATTEMPT AT BRIDGING SOME 
OF THE GAPS 


One of the difficulties tending to in- 
crease the accountant’s problems is the 
difficulty of semantics. Words like value, 
net worth, cost, current costs, economic 
income, and the like tend to be used by 
different individuals with different mean- 
ing. In some cases the user appears not to 
be fully aware of all of their implications 
and therefore fails to qualify them suffi- 
ciently. In some cases, also, it appears 
that the accountant himself is not suf- 
ficiently aware of the limitations and im- 
plications of accounting terms. The result 
is that many statements are made which, 
separated from their context or interpreted 
in other than their intended meaning, 
become of dubious validity. 


 Ibid., p. 19. 


391 


Since one of the accountant’s main 
activities is the measurement of “in- 
come,’”* he frequently appears to assume 
that there is no other concept of income 
than that which he holds. The accountant’s 
duty is to measure income, therefore he 
assumes income to be what he measures 
it to be. No one else approaches the meas- 
urement of income over the route of as 
objectively determined media. Since ob- 
jectivity is desirable in the measurement 
process, income as determined by the 
accountant, ipso facto, is income. Results 
obtained through the medium of an arith- 
metical process and expressed as an arith- 
metical amount take on a significance 
beyond that which the assumptions lying 
beneath the arithmetical process justify. 
Too much significance is therefore apt to 
be ascribed to the measured resultant. 
One is often impressed with the conclusion 
that the educational process which Greer 
and Dein recommend for the general 
public, the politician, and the labor leader 
needs first to be applied to the accountant. 
The accountant will certainly not be in 
position to contribute much in the way of 
education to the general public until he 
fully understands the significance and the 
limitations of his own work. Actually, of 
course, the accountant’s measurement 
process is to more than a little extent in- 
fluenced by conveniences which fit in to 
the measurement process. These influence 
the resultant. In given cases the error 
which these introduce into the measure- 
ment process can be as great as the error 
which technological improvement intro- 
duces into general price level index num- 
bers. Actually, too, the accountant’s 
measurement of income, at bottom, rests 
on a rather narrow thesis. We frequently 
ascribe too much meaning to accounting 
resultants. 

Alexander was fully aware of these 


48 Five Monographs, p. 6. 


| 
nN 
y 
d 
t 
| 
” } 
a 
re 
ne 
d 
n- 
he 
e ; 
at 4 
st I 
nd | 
55, 


392 The Accounting Review 


things. He pled for the acceptance of a 
basic concept against which any meas- 
urement process could be weighed. He 
failed, perhaps, in setting forth the basic 
accounting thesis as specifically as he 
might have done, and therefore did not 
pull together his basic concept and the 
accounting measurement process as clearly 
as was possible. 


The Influence of Purpose 


Berle states that “... unless there is 
some hypothesis (whatever its later fate) 
there is no basis for selecting the phenom- 
ena which should be observed, and no 
means of describing them so that descrip- 
tions can become the basis for classifica- 
tion; and consequently no way of relating 
them so that a sequence of acts and effect 
may be tolerably established. . . . Even a 
bad hypothesis organizes thinking and 
observation sufficiently to permit deter- 
mination that the hypothesis is wrong. 
No hypothesis at all produces an aimless 
collection of data....’“* The following 
quotations from Alexander indicate his 
realization of the basic soundness of this 
contention: 


Because different interpretations are possible, 
and because any concept of income is justified 
only by the use to which it is put, the only cri- 
terion by which a choice may be made among 
various methods of measuring income is the rela- 
tive effectiveness of the different methods in 
serving the purposes for which income is to be 
used. But income is in fact used for many different 
purposes, so it is only natural that the measure of 
income best for one purpose should not be well 
suited to another different purpose.” 

Since the ultimate criterion governing the 
definition of income is the purpose to be served, 
choice between the real and money measures 
must depend on what purpose is in view. 

... Whether costs or current values are to be 
used as the basis of accounting depends on which 


49 A. A. Berle, The 20th Century Capiialist Revolution, 
(New York, Harcourt, Brace, 1954), pp. 16-17. 

8 Five Monographs, pp. 1-2. 

Tbid., p. 4. 


serves best the purposes for which a measurement 
of income is required.” 

The relative merits of sales profits as against 
economic income as the income concept can be 
judged only on the basis of what need the concept 
must satisfy.8 

...no single... income concept(s) has any 
absolute claim to being the true concept. In 
measuring income we are doing it usually for a 
particular purpose, but not always for the same 


purpose. 


It is clear, I believe, that Alexander 
recognized the fact that it is possible to 
derive a number of measures of income 
and that the choice to be made between 
these depends upon the relativity of the 
respective measurements to the purpose 
to be served. He nevertheless argued for a 
basic concept of economic income, or in- 
come which may be defined as “.. . the 
amount of wealth that a person, real or 
corporate, can dispose of over the course 
of the year and remain as well off at the 
end of the year as at the beginning.”” 
Upon what hypothesis or purpose does this 
preference rest? Says Mr. Alexander, 
“From the economist’s point of view, 
changes in going value should be counted 
in income since they do influence the 
amount that a person can dispose of and 
be as well off. Furthermore, most of the 
purposes for which income is measured 
would be better served by the inclusion 
of changes of going value.””** But what are 
these purposes that would be better served 
by the use of economic income? Mr. Alex- 
ander does not spell them out specifically. 
He nevertheless says that: 


When any decision has to be made on the basis 
of a corporation’s income, it will always be wiser 
for the decision maker to base his judgment on 
the best estimate of economic income he can make, 
however subjective that judgment may be, rather 
than to rely on the perfectly objective measure of 
income based on historical cost, which is irrelevant 


53 [bid., p. 58. 

4 Tbid., pp. 196-197. 
% Tbid., p. 1. 

Tbid., p. 3. 
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except as an approximation to economic income or 
as a subject for idle curiosity. It is better to act on 
the subjective evaluation of the relevant factors 
than on a perfectly objective measure of irrelevant 
factors.*? 

... [suggest thataccountants must direct their 
attention to so presenting their objective meas- 
ures as to give the best basis to the man we call 
the businessman to make his subjective projec- 
tion, which is the real and final measure of capital 
and income, the real and final measure of capital 
being what it is worth to somebody; whatever the 
books show is merely perhaps an aid in someone’s 
forming a judgment of what it is worth to him.® 


It would appear to be obvious that Mr. 
Alexander favors the concept of economic 
income because he holds as his hypothesis 
the belief that economic income is of most 
assistance in the making of decisions. But 
what decisions? These, again, he does not 
spell out. In the quotation above, the deci- 
sion which he has in mind is the decision 
as to the worth of the business. He also 
states that ‘‘If the owner were thinking of 
selling, he would be well advised to go by 
the economist’s rather than the account- 
ant’s valuation.’”®® And further that: 


The accountants grant that the capitalized 
earning power is the only proper basis for valuing 
equity for purchase or sale and the courts ap- 
parently have also come to accept this view. If 
then it is universally agreed that the proper basis 
for valuing equity when buying or selling it is 
capitalized earning power, that must also be the 
proper basis for maintaining equity intact.® 

It is an important responsibility of manage- 
ment to make the value of present owner’s equity 
as large as possible by whatever legitimate means 
is open to management." 


The chief decisions behind Mr. Alex- 
ander’s hypothesis, therefore, appear to be 
decisions respecting the sale of the bus- 
iness, investment in the business, and the 
Management of the business. 


 Tbid., p. 60. 

Tbid., p. 203. 

Tbid., p. 34. 

Tbid., p. 40. 

" Tbid., p. 89. Note that this statement is closely in 


~ _ Mr. Hill’s reservoir statement previously con- 
sidered, 


Hypothesis Underlying the Accounting Pro- 
cedure 

Tt is not sufficient to refer to accounting 
as merely an objective process, a conserva- 
tive process, a mere money process, and 
the like. Nor is it satisfying to regard 
accounting as being devoted to the meas- 
urement of realized income merely be- 
cause this process satisfies the require- 
ments of objectivity and conservatism, 
thus enabling the accountant to avoid 
subjective judgments in so far as pos- 
sible.* These things in themselves are 
superficial and appear to be advanced on 
occasion mainly as defense media. Under- 
lying the practice of accounting there lies 
a more important hypothesis. While the 
necessity to account for stewardship is 
such a hypothesis, more important is the 
basic concept underlying measured in- 
come. Basically, business is organized for 
the obtainment of usable income. This 
comes into being when business action 
crystallizes it, or reduces it to extractable 
form. Until there is realization the business 
process is incomplete, the experience cycle 
unclosed. While some stockholders may 
be satisfied with the mere appreciation 
of their holdings, income reduced to ex- 
tractable form is the requirement of the 
large mass of business owners. Hence the 
measurement of realized or extractable 
(or approximately extractable) income is 
the key hypothetical purpose which under- 
lies the development of accounting prin- 
ciples and procedures. That other purposes 
are served in part is true but nevertheless 
incidental. The provision of information 
basic to managerial decisions, to the judg- 
ment of investment potentials, to the sale 
or purchase of the business is secondary. 
Much of our present-day confusion is the 
result of a mistaken attempt to place the 
secondary ends in the primary position 
without modification of concepts, prin- 
ciples, or procedures. 


® Tbid., p. 57 and p. 2. 
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Corrected Dollar Statements and the Basic 
Accounting Income Hy pothesis 


Traditionally, as measured by the ac- 
countant, realized income, or income re- 
duced to approximately extractable form, 
is dollar income, the excess of the revenue 
dollars acquired through the medium of 
sales over and above investment dollar 
recoveries and out-of-pocket dollar costs. 
The businessman is conceived to be en- 
gaged in a game of dollar chips, the cycle 
of experience to be run from dollars to 
goods to dollars. Economic income, as 
defined by Alexander, differs from this 
accounting income in two respects: 

1. Economic income is real income; accounting 

income 1s money income. 

2. Economic income picks up changes in the 
values of assets, including going value, on an 
accrual or as they occur basis; accounting 
income picks up such changes in value only 
as they are realized.® 


It follows that the traditional account- 
ing income measurement process corrected 
in the manner suggested by Supplementary 
Statement Number 2 will convert an 
approximate realized dollar income ex- 
pression into an approximate realized 
economic income expression. The cor- 
rected dollar income amount therefore 
represents the portion of the total eco- 
nomic income which is reduced to extract- 
able (or approximately extractable) form. 
Note in this respect the following state- 
ments from Alexander: 

The two questions, should income be reckoned 
in real or money terms, and should a capital gain 
be counted as income, are both embodied in the 
controversy over whether depreciation should be 
based on original or on replacement cost. Current 
accounting practice, which bases depreciation on 
original cost, implies that income is to be meas- 
ured in money terms and capital gains on assets 
used in the business are to be counted as income. 
That is, the difference between the current year’s 
income as based on historical cost depreciation 
and as based on replacement cost depreciation 
can be regarded as the capital gain in money 


* In this respect see /bid., pp. 4, 5, 8, 9, 24, 36, 38, 
54, 55, 56, 58, 94, 214. 
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terms on that part of fixed plant and equipment 
which has been charged against the current year’s 
revenues. If the principle were adopted that 
capital gains should not be included in income, 
then replacement cost should be used as the basis 
of the depreciation charge. If a real rather than a 
money measure of income (even including capital 
gain) were to be used, then the depreciation charge 
should be adjusted for changes in the general price 
level, rather than in the replacement cost of the 
specific assets owned. If, however, it is desired to 
include capital gains in income, and to use a 
money measure of income, then the current 
practice constitutes an elegant and automatic 
way of distributing the money-measured capital 
gain on a depreciable asset over the useful life of 
the asset. 

All these different measures of income are 
measures of money income. To each there corre- 
sponds a measure of real income which takes ac- 
count of the fact that the value of the dollar has changed 
in purchasing power as between the beginning and 
the end of the year; and as between time of acquisi- 
tion of cost items and time of use or sale. It is not 
necessary to investigate in detail the manner in 
which the money income measures can be ad- 
justed to obtain real income measures. But it 
would not in general be appropriate to try to con- 
vert any of the money measures into real meas- 
ures merely by dividing by the price level. For 
each measure is the difference between two money 
quantities. To get the corresponding real measure 
each of the two money quantities must first be con- 
verted into real quantities by dividing by the ap- 
propriate price level, and then the difference may 
be taken.® 

It is most convenient to express any real 
measure of income in items of dollars of purchas- 
ing power as of a specified time. . . . the real in- 
come of any year is expressed in dollars of 
purchasing power as of the end of the year. 

. .. the adjustment for changes of the general 
price level assures us when we are matching costs 
and revenues that these are measured in uniform 
dollars even though the costs are incurred at 
price levels different from those at time of sale.” 

If depreciable assets used in the conduct of a 
business gain in value, this will be reflected in in- 
creased receipts from sales of the products in 
whose production the assets are used. If the de- 
preciation is based on original cost the profit as 
measured by the accountant will then contain 
each year part of the capital gain on the asset. 


% Tbid., p. 5. (The writer supplied the italics.) 
*% Ibid., p. 24. (The writer supplied the italics.) 
Tbid., p. 75. 

87 Tbid., p. 91. 
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Therefore, basing depreciation on original cost will 
in the case of assets which have increased in 
value, lead in effect to a steady inclusion of part 
of the capital gain in each year’s reported profits 
until the asset is retired. ...A distinction must 
be drawn here between an asset that appreciates 
more than the general price level and one that 
merely appreciates along with the general price 
level. In the first case there is a capital gain in 
real terms, in the second in money terms only. 


Since the bulk of the changes in the 
values of assets, and both going value and 
changes in it, are associated with assets 
which continue to be devoted to the con- 
duct of operations, this portion of eco- 
nomic income may be said to remain in con- 
gealed form. It is unavailable for ordinary 
income purposes unless the assets with 
which it is associated, or the business it- 
self, be disposed of. Corrected dollar in- 
come, however, being economic income 
reduced to extractable (or approximately 
extractable) form is available for purposes 
of ordinary income usage. If the writer 
appears here to be guilty of associating 
income with specific assets it may be 
replied that in the consideration of eco- 
nomic income this position can hardly be 
avoided. A statement of the source and 
flow of values would so have to report the 
experience. While management could, 
conceivably, draw on liquid capital funds 
to meet the requirements of extraction 
in an amount equal to the amount of the 
unrealized portion of the economic income, 
its action could hardly be reported as a 
disposition of income. 


Usefulness of the Realized Economic Income 
Measurement 


It is on this score, possibily, that Pro- 
fessor Dein’s criticism of Supplementary 
Statement Number 2 is most valid. The 
criticism is applicable, however, only to 
the Supplementary Statement’s presenta- 
tion of the case and not to the basic use- 


Ibid., pp. 90-94, 
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fulness of corrected dollar income measure- 
ments. Even in such respect the validity of 
Professor Dein’s criticism is not as great 
as it is made to appear. Realized dollar 
income is a measure only of dollar accom- 
plishment, the number of dollars that can 
be extracted from a situation at the end of 
a period and still leave a business as well 
off in terms of dollars as it was at the be- 
ginning of a period. Corrected dollar in- 
come, on the other hand, is the measure- 
ment of realized economic accomplish- 
ment. As such it represents the amount 
that can be extracted from the business 
without disturbance to the economic asset- 
investment base. That realized economic 
income is a more worthy measure of 
accomplishment than is realized dollar 
income, taking into consideration the 
fact that the dollar does fluctuate widely 
in value, would seem to be evident. If this 
is not true then there would seem to be 
no case at all for any usefulness attaching 
to the concept of economic income. Per- 
haps on this alone the case for dollar- 
corrected income measurements should 
stand or fall. 

It may appear that the existence of 
unrealized economic gain or loss situations 
may compel the drawing of a line between 
the total amount of realized economic in- 
come and the portion which is actually to 
be made the subject of extraction. This 
is a matter for managerial decision; no 
automatic compulsion exists in such situa- 
tions. When unrealized gains exist, man- 
agement may need to retain portions of 
realized economic income in order to meet 
future replacement requirements. The 
problem here is no different from when the 
measured realized income is money in- 
come, except that a lesser quantum of the 
measured realized economic income would 
generally need to be retained for such 
purposes. When unrealized economic losses 
exist, the probability of future lower re- 
placement costs relieves management of 
pressure to a degree, to retain realized 
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income of either sort.* It may further 
appear that realized economic income is 
less extractable in nature when unrealized 
economic losses are present than when 
unrealized economic gains exist, in that it 
may be argued that before there can be 
income, full provision must be made for 
capital recovery. The problem here, too, 
is no different, except that it is less severe, 
from that which exists in connection with 
realized money income. The existence of 
such situations is a characteristic insepa- 
rable from the criterion of realization. 

In taking the stand that realized eco- 
nomic income isa better measure of realized 
achievement than is realized money in- 
come, cognizance must be taken of the 
fact that much of the business game is a 
strictly money counter game. From this 
point of view it must be granted that, 
while realized economic achievement is a 
better measure of accomplishment than 
is realized money income, it is an unneces- 
sary measurement. If business is to be 
viewed as a financial agency, charged with 
money responsibility only, money capital 
only needs to be maintained intact and a 
money profit, only, made. The net pur- 
chasing power gains or losses are not 
thereby escaped, but are merely passed 
back, implicitly, to the stockholders. From 
this point of view, the attitude which one 
should take on the question of which meas- 
ure of achievement is the better measure, 
turns on the question of whether business 
profit should be viewed from the stand- 
point of the business as a separate entity 
or from the standpoint of the stockholders, 
or owners, of the business. The writer is 
on record to the effect that the latter is the 
preferable viewpoint.” 

In investing in business, stockholders, 
in effect, engage in three basic speculations: 
(1) speculation in the provision of a util- 

* Future cost liquidations may be expected to pro- 
vide the means to finance replacements. 

7 See George R. Husband, The Entity Concept in 


Accounting, THe AccounTING REviEw, October, 1954, 
p. 552. 


ity; (2) speculation in the changing value 
of the assets in which their funds are in- 
vested; (3) speculation in the changing 
value of money. Were the acccounting 
measurement processes to segregate the 
results of each, they would render a dis- 
tinct service. Nevertheless, the realized 
result of all three is the net measure of 
stockholder achievement. From this point 
of view the argument that business is a 
mere money counter game and the man- 
agerial responsibility a mere money re- 
sponsibility is superficial, a mere escape 
medium which stops short of coming to 
grips with the whole of the problem. Man- 
agement is merely a hired agent. The 
stockholders’ view of profit is the proper 
view of profit. The better measure of 
realized achievement from their point of 
view is the purchasing power or realized 
economic achievement. 

The same conclusion can be reached 
by viewing the entity as the end of bus- 
iness activity. The argument that the 
business bears only a money responsibility 
to its stockholders is then eliminated. 
Purchasing power gains and losses thereby 
become the gains and losses of the business, 
and realized economic income thereby, 
the better measure of the business entity’s 
success. 

There remains one other question upon 
which comment is desirable—the question 
of the effect upon equity relationships 
of the use by business of realized economic 
income measurements. Alexander states 
that: 

A period of changing prices especially urgently 
poses the issue between the real and the money 
measure of income. If a real measure of values 
were used throughout the economy, strong argu- 
ments could be made for a real measure of in- 
come. But in an economy in which many con- 
tractual relations are expressed in money terms 
certain inequities would be introduced by measur- 
ing business income in real terms while govert- 


ment obligations, corporate bonds, and bank 
deposits were still fixed in money terms.” 


71 Five Monographs, pp. 94-95. 
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Professor Dein and Supplementary Statement Number 2 


Specifically he says that: 


Under the trust fund theory of the capital of a 
corporation, that the creditors are entitled to pro- 
tection against reducing the value of owners’ 
equity below a stated amount, it is appropriate to 
use a Money measure rather than a real measure 
of capital. For under this doctrine, the creditors 
have a right to demand that a certain money 
amount of capital be preserved in the business.” 


And further that: 


For purposes of taxation... there is some 
justification for the use of a money measure. ... 
A general price rise is a capital levy on those 
holding money or claims to money. Equity may 
best be served if the increase of money value of 
any asset be subject to a tax since this makes the 
burden of the price rise more evenly spread... . 
In particular, if the holders of money and of gov- 
ernment bonds are not to be indemnified for their 
real loss brought about by the rise in prices, those 
property owners who have escaped that loss by 
owning assets whose prices have risen may 
equitably be taxed on their money gain.” 


The strength of these contentions must 
be admitted. The equity question has no 
bearing, however, upon the question 
whether realized money income or realized 
economic income is the better measure of 
achievement. 


More Specific Consideration of the Useful- 
ness of the Realized Economic Income Meas- 
urement 


Respecting the usefulness of dollar- 
corrected statements, Supplementary 
Statement Number 2 states that:” 


Financial statement data expressed in uniform 
“current dollars” would seem to be useful for the 
following purposes: 

(1) The appraisal of managerial effectiveness 
in terms of the preservation of the current 
dollar equivalent of the capital invested in 
the business and not merely its initial 
dollar amount. 

(2) The analysis of earning power in terms of 
the current economic backdrop. 

(3) The determination and justification of 
sound wage policies; negotiations with 
labor unions. 

® Idid., p. 78. 

Ibid., pp. 78-79. 

“ THE ACCOUNTING Review, October, 1951, p. 470. 
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(4) The determination by government of long- 
range policies with respect to control of the 
economy through monetary policy, price 
regulation, limitation of profits, taxation, 
etc. 

(5) The creation of an informed public opinion 
with respect to profits, prices, wages, etc., 
and the effect of inflation (or deflation) 
upon financial relationships generally. 

(6) The determination of managerial policies 
with respect to pricing, credit, dividends, 
expansion, and the like. 


Purposes 1, 2, and 5, and the dividends 
phase of purpose 6 appear to be self ex- 
planatory and to be supported sufficiently 
by what has been said heretofore. In any 
case they would appear to require little 
additional support. Professor Dein makes 
purposes 1 and 2 the opposite sides of the 
same shield, attacks vigorously the one 
side, throws a barb into the other side, 
and concludes that both sides of the shield 
are demolished. If what has been said 
previously possesses any merit, his con- 
clusion would appear to require re-ex- 
amination. 

Professor Dein appears to assume that to 
be useful at all an instrument or source of 
information must provide the whole of 
that which is necessary for any usefulness. 
That, of course, is not the case. While it is 
freely granted that expressions of economic 
income and current costs (preferably 
future costs) are most useful for purposes 
3, 4, and 6, it is not granted that dollar- 
corrected statements are not more useful 
for these purposes than are mere money 
statements. The matter is not absolute 
but relative. Economic income, as a con- 
cept, is subject to rather precise definition. 
Its implementation, or reduction to specific 
amount, however, is subject to large pos- 
sible error. As Alexander states: 

The very basis of economic income is the pres- 
ent value of future receipts. Since these are un- 
certain, economic income is uncertain. In practice, 
equity must be valued as the capitalization not of 
the future dividends that will actually be dis- 


tributed but of expected future dividends. But 
whose expectations are to be used? Each person in 
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valuing equity must, of course, use his own ex- 
pectations so that the valuation process becomes 
subjective... . 


And further: 


The error introduced into accountant’s income 
by basing depreciation on a necessarily fallible 
estimate of the useful life of . . . equipment will 
be infinitesimal compared to the error introduced 
into economic income by the uncertainty of future 
receipts.” 


Nevertheless, to be useful the concept 
of economic income must be implemented. 
Implementing the concept of economic 
income requires that valuations be placed 
on expectations. These are creations 
directly dependent upon judgment. The 
more realistic the expectations and the 
more realistic their valuation, the more 
realistic is the implementation of the 
economic income concept. And the more 
realistic the implementation, the more 
useful the concept. It would appear rea- 
sonable to assume that expectations as 
respects the future and the valuation of 
these expectations will both reflect modi- 
fications of the past and the present. Few 
men view the future completely free of the 
influence of the past. In the present in- 
stance it is accounting which must pro- 
vide much of the required past. Account- 
ing measurements of income can thus be 
expected to exercise considerable influence 
upon the judgment formations which bring 
the concept of economic income into 
crystallized figure. In this connection 
Alexander states that: 

. .. accountants must direct their attention to 
so presenting their objective measures as to give 


the best basis to the man we call the businessman 
to make his subjective projection(s)* ... .77 


It was the opinion of the Committee 
responsible for Supplementary Statement 
Number 2 that dollar-corrected measure- 
ments of income provide a better base for 


% Five Monographs, p. 59. 
Tbid., p. 59. 
™ Tbid., p. 203. *(s added by the writer.) 


such projections than do uncorrected dol- 
lar measurements and therefore to be the 
better base upon which to develop those 
judgments which need to be made in 
connection with purposes 3, 4, and 6. Gains 
and losses associated with the speculation 
in money implicit in most business con- 
duct are sorted out and operating results 
are measured in more nearly uniform ex- 
pressions. This more nearly uniform meas- 
urement and the better indication of the 
source of realized gains and losses provide 
a more knowledgeable base for the projec- 
tion of subjective judgments. If would be 
preferable, too, to segregate the realized 
capital gains and losses from the dollar 
speculative and the operating gains and 
losses. In short, in the opinion of the 
Committee an analytically derived ex- 
pression of realized economic income is the 
better realization base from which to 
make projections. Hence, its greater use- 
fulness for all the purposes set forth. 


IN BRIEF 


Professor Dein entitles his article Price- 
Level Adjustments: Fetish in Accounting. 
In the body of the article Professor Dein 
states that ‘‘Price-level adjustments have 
surely become a fetish in accounting: they 
are advocated widely without a satis- 
factory statement of either the concept or 
the use.’’?® The book to which one refers 
to secure the definition of words defines 
the word fetish as an object to which one 
is exceedingly devoted, usually with an 
unreasoning devotion. To the contrary 
some of the best reasoning respecting the 
accounting measurement of income would 
appear to have been supplied by those who 
have been disturbed by the effects of 
changing dollar values upon accounting 
measurements. To assert this as fact; of 
course, will not be convincing to those 
who deny that the presented logic is logic. 


78 Dein, Tae Accountinc Review, January, 1955, 
p. 4. 
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It merely represents the fact that those 
who propose and those who oppose cor- 
rective processes to adjust accounting 
measurements for changing dollar values 
see things in a different light. Those who 
propose the making of such adjustments 
may refer to those who oppose them as 
being overly conservative, or as overly 
enamored with the traditional, but this 
contributes nothing to the solution of the 
problem. That a problem exists, that 
accounting faces a challenge, that it, as 
other components of modern life, must 
meet its challenges or be considered to 
have failed, would appear to be evident. 
The problem and its solution are all that 
is important. Nothing is gained by des- 
ignating the beliefs of a group who attack 
the problem as fetishes. 

..in a dynamic economy,” as Alex- 
ander states, ‘when values are changing 
both because of changes in prices and 
changes of expectations of future earning 
power, there is no unique well-defined 
ideal concept of income against which can 
be compared the actual practice of income 
measurement. Instead, many variants 
can be conceived, each of which has certain 
advantages for a particular purpose. 
Consequently, in any dispute over how 
income should best be measured, it is 
only rarely that the question can be 
settled by appeal to the fundamental in- 
come concept. More frequently, the several 
different methods of income measurement 
under consideration are all consistent with 
the basic concept of income, but each puts 
a different interpretation on the elemen- 
tary notions of which the basic concept 
is composed. In particular, important 
variations in the practice of income meas- 
urement are related to different inter- 
pretations of what is meant by a person’s 
being as well off at the end of the income 
period as at the beginning. 

“Because different interpretations are 
possible, and because any concept of in- 


come is justified only by the use to which 
it is put, the only criterion by which a 
choice may be made among various 
methods of measuring income is the rela- 
tive effectiveness of the different methods 
in serving the purposes for which income 
is to be used. But income is in fact used 
for many different purposes, so it is only 
natural that the measure of income best 
for one purpose should not be well suited 
to another different purpose. That means 
that either a compromise measure must be 
devised, fairly suitable to several purposes 
but ideal for none, or a different measure is 
to be constructed for each purpose.’’”® 

In this respect Supplementary State- 
ment Number 2 is in agreement—whether 
that agreement be designated a retreat 
or not—in that it states: 

In accounting, different purposes may require 
different types of reports. The traditional balance 
sheet and income statement, employing historical 
dollar costs, have proved their usefulness and are 
of primary importance for many purposes. Re- 
ports prepared to reflect fluctuations in the value 
of the dollar may prove to have substantial use- 
fulness for other purposes.*® 


To recommend that this conclusion be 
tested is not fetish but a step in the Alex- 
ander direction. Recognition of the limita- 
tions implicit in historical accounting dol- 
lar income measurement, of its service to 
relative purposes only, of its need for 
modification when used in connection with 
other purposes, and of the accountant’s 
possible service in contributing to these 
modifications is an important educative 
need of the day—not only as respects the 
public but as respects accountants them- 
selves. Whether the Alexander thesis is 
more in line with this conclusion or with 
Professor Dein’s criticism is probably 
pretty much immaterial. That it can be 
interpreted to lend support to Supple- 


mentary Statement Number 2, is evident. 


79 Five Monographs, pp. 1-2. 
80 Tue AccouNTING REviIEw, October, 1951, p. 473. 
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STANDARDS OF DISCLOSURE FOR PUB. 
LISHED FINANCIAL REPORTS 


SUPPLEMENTARY STATEMENT NO. 8 


COMMITTEE ON CONCEPTS AND STANDARDS UNDERLYING CORPORATE FINANCIAL 
STATEMENTS 


E-EXAMINATION of that portion of 
R the 1948 “Revision of Concepts 

and Standards Underlying Corpo- 
rate Financial Statements” relevant to 
adequacy of disclosure has been prompted 
by indications of dissatisfaction with the 
content of some published corporate re- 
ports. It appears that the trend toward 
simplification and condensation has had, 
in some cases, the effect of impairing the 
usefulness of financial statements. 

In arriving at the conclusions set forth 
below, the Committee has directed its 
attention to basic considerations under- 
lying adequacy of disclosure rather than 
to specification of the form and content of 
particular types of financial statements. 
Also, while recognizing the importance 
of the non-accounting information com- 
monly included in corporate reports, the 
Committee has, in so far as_ possible, 
limited the scope of its conclusions to such 
data as may be drawn from the accounting 
records. 

CONCLUSIONS 


1. The underlying determinant of ade- 
quacy of disclosure in published financial 
reports is their usefulness in making de- 
cisions, particularly with respect to in- 
vestment problems. It is reasonable to 
assume that any recipient desirous of 
making effective use of a financial state- 
ment must be willing and competent to 
read it carefully and with discrimination. 
Such statements should, therefore, be 
prepared for use by interested persons 
having a working knowledge of business 
methods and terminology. 

2. The results of all transactions en- 


tered into during the period reported on 
should be presented in financial state- 
ments. To the extent that a knowledge 
of the results or character of a specific 
transaction or group of transactions is sig- 
nificant to an investor, this information 
should be disclosed. 

a. Adequacy of disclosure is in part 
dependent upon the form of presentation, 
which should be so designed as to enhance 
the reader’s understanding of the data 
and minimize the possibility of misinter- 
pretation. To promote full understanding 
the use of supporting schedules and other 
supplementary data should be encouraged. 

b. Explanations of fund flows, inter- 
nal operations, and other transactions not 
bearing directly on current income may 
be necessary because, irrespective of 
amount of detail, the data presented in the 
conventional statements may be insufli- 
cient to afford adequate disclosure. 

c. Inferences to be drawn from finan- 
cial statements are often subject to modi- 
fication by reason of events occurring after 
the statement date. Accordingly, dis- 
closure may be inadequate if such informa- 
tion is not revealed. Similarly, information 
concerning transactions such as stock op- 
tion, pension plan, and long-term lease 
agreements, the results of which have not 
been reflected in the accounts as of the 
statement date, should be disclosed if 
significant. 

d. Timeliness of reporting is an 
essential element of adequate disclosure. 
Important financial developments should 
be reported promptly through interim 
statements or by other means. 
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e. The materiality of an item may 
depend upon its size, its nature, or a com- 
bination of both. An item should be re- 
garded as material if there is reason to 
believe that knowledge of it would in- 
fluence the decisions or attitude of an 
informed investor. 

3. Because the effective use of financial 
statements involves interperiod and in- 
tercompany comparisons, comparability 
of data over time and between firms is of 
inportance. The principal barriers to such 
comparability are distortions resulting 
from price level fluctuations and variations 
in accounting method. 

a. Until reasonably uniform prin- 
ciples of adjustment for price level change 
are commonly accepted, statement users 
may properly be furnished supplementary 
data helpful in evaluating the impact of 
price fluctuations. 

b. Uniformity of accounting method 
is neither expected nor necessarily desir- 
able. However, when methods are changed 
or where alternative practices of major 
significance are in common use, as is the 
case for example with respect to inventory 
pricing, the method currently employed 
should be identified and the data necessary 
for approximate adjustment to the basis 
previously used or to that predominant in 
the industry should be supplied. 


DISCUSSION 
Objectives 


Since the ultimate test of the quality 
of any communication is its effectiveness 
in conveying pertinent information, the 
initial step in the development of stand- 
ards of disclosure for published financial 
Statements is the establishment of the 
purposes to be served. The potential users 
of corporate reports include governmental 
agencies, short- and long-term creditors, 
labor organizations, stockholders, and 
potential investors. Since in all likelihood 
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the needs of these groups cannot be served 
equally well by a single set of statements, 
the interest of some one audience should 
be identified as primary. Traditionally, 
this has been the stockholder group. 

In view of the facts that short-term 
creditors and governmental administra- 
tive agencies will typically have the power 
to require information specific to their 
purposes and that no important differ- 
ences in the basic informational] require- 
ments of the other interests cited seem to 
exist, the traditional emphasis on the 
requirements of the stockholder group 
appears to be sound. In considering dis- 
closure standards, therefore, the Com- 
mittee has been concerned primarily with 
the use of financial statements (1) in the 
making of investment decisions and (2) in 
the exercise of investor control over man- 
agement. 

The conclusion that fiancial statements 
should provide data necessary for sound 
investor decisions does not imply that 
every investor or potential investor will 
be able to make full use of this informa- 
tion without technical assistance. A 
business firm of even moderate size is a 
complex mechanism the activities of 
which are not susceptible to simple ex- 
planation. Quite apart from the deficiencies 
of the highly condensed statement for the 
purposes of the informed investor, there 
is real danger to the less knowledgeable 
individual in pseudo-simplicity. Emphasis 
should be laid on clarity rather than 
brevity, with the aim of supplying ade- 
quate information for arriving at intelli- 
gent decisions whether this is done directly 
or on the advice of experts. 

No implication is here intended that 
published reports should be geared to the 
specifications of the expert analyst. On 
the contrary, we hold, in reaffirmation 
of the 1948 Revision, that it should ‘‘be 
possible for a person moderately experi- 
enced in business and finance to obtain 
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from such statements basic information on 
which he may rely with confidence.” 


Content 


The Committee is of the opinion that at 
the present time the risk of excessive dis- 
closure is far less than that of inadequate 
disclosure. It seems appropriate, therefore, 
to urge that managements in preparing 
their published statements use a concept 
of full rather than minimum disclosure as 
a point of departure. Admittedly, dis- 
closure could be excessive. Thus, the 
indiscreet revelation of trade secrets or 
of unfavorable expectations as to pending 
litigation might be disadvantageous. On 
the other hand, failure to reveal significant 
transactions entered into between the 
corporation and its officers or directors, 
acting for themselves, would constitute 
suppression of information required for 
the equitable treatment of all interests. 

Classification, arrangement, and sum- 
marization should be employed for the 
purpose of indicating similarity, dissimi- 
larity, relative importance, and interrela- 
tionships among the data. The information 
to be conveyed should be selected on the 
basis of its significance to the investor, 
with the assumption that all information 
is useful unless there are reasons to the 
contrary. 

Disclosure is inadequate if interested 
and informed investors are misled as to 
any material item, or if they are not ad- 
vised of important matters concerning 
which they are entitled to be apprised. 
Statements may be misleading if they 
contain inappropriate classifications or 
descriptions, or improper emphasis. In 
general, a report is unsatisfactory if it 
leads to warranted but inaccurate expecta- 
tions on the part of the reader, if emphasis 
on either favorable or unfavorable aspects 
of the information is permitted to out- 
weigh equally important facts of a con- 
trary tendency, or if unusual or extraor- 


dinary items are not clearly identified. 

Financial data are of two general 
classes: those drawn from the accounts and 
those which are not. These types may be 
elaborated upon as follows: 

1. Accounting data—the information 
normally accumulated in the accounts 
and records of the company and typi- 
cally subject to external audit. This class 
of information is susceptible to further 
meaningful breakdown in two ways: 

a. By timing of transactions with 
reference to the period covered by the 
report—transactions incomplete at 
statement date, transactions completed 
within the period, and transactions un- 
dertaken after the period but prior to 
report publication. 

b. By types of transactions—for 
example, manufacturing, financing, and 
revenue-expense transactions. 

2. Non-accounting data—informa- 
tion of the type likely to be included in 
the president’s report and not subject to 
audit. Such information may include 
analyses of general economic conditions, 
plans for the construction of new facili- 
ties, and the like. 

The Committee, fully recognizing the 
difficulty of distinguishing sharply be- 
tween accounting and non-accounting 
data, nevertheless intends so far as pos- 
sible to avoid dealing with non-accounting 
data as such in this statement. 

With respect to incomplete and post- 
period transactions, the Committee’s con- 
clusions are in accord with the best cur- 
rent practice. With respect to statement 
coverage of transaction types, however, 
conclusion 2b (which calls for explanations 
of fund flows, internal operations, and 
shifts in assets and equities) implies 4 
departure from both prior recommenda- 
tions and existing practice. The disclosure 
standards defined in the 1948 Revision 
call for reporting the effects of transactions 
completed and the nature of revenue-ex- 
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pense transactions by means of, respec- 
tively, a balance sheet and an income 
statement. They do not call, for example, 
for any description of either manufactur- 
ing or financing transactions, although 
the results of both appear in the balance 
sheet. Current practice, on the other hand, 
tends to go somewhat further, often in- 
cluding by means of a statement of sources 
and applications at least some data rela- 
tive to working capital changes. 

The Committee does not intend to urge 
the employment of any particular state- 
ments in any specific forms. Rather, atten- 
tion is called to certain omissions in the 
belief that numberous instances exist in 
which manufacturing statements, financ- 
ing statements, funds statements, etc., 
may be essential to attainment of rea- 
sonable disclosure standards. By the 
same token, the Committee does not 
necessarily visualize correction of de- 
ficiencies by the addition of new state- 
ments. Improvements on traditional forms 
may be preferable. 

With reference to the possibility of 
departure from traditional formats, how- 
ever, a note of warning is appropriate. 
Changes in accounting techniques in- 
evitably conflict with the objective of 
achieving comparability; hence, changes 
should be the result of careful deliberation 
and should be introduced cautiously. 

In emphasizing the importance of up- 
to-date information (conclusion 2d), the 
Committee does not intend to urge the 
publication of complete financial state- 
ments more frequently than once a year. 
Rather, it endorses the growing practice 
of supplementing annual reports by state- 
ments giving the highlights of interim 
period operations, and suggests the need 
for special and prompt reporting of un- 
usually significant events. 

Materiality, as used in accounting, may 
be described as a state of relative im- 
portance. Materiality is not, however, 


entirely dependent upon relative size. 
Importance may depend on either quanti- 
tative or qualitative characteristics, often 
upon a combination of both. Factors 
indicative of materiality may be classified 
as follows: 

1. Characteristics having primarily 

quantitative significance: 

a. The magnitude of the item 
(either smaller or larger) relative to 
normal expectation. 

b. The magnitude of the item rela- 
tive to similar or related items (relative 
to the total of its class, earnings for the 
period, etc.). 

2. Characteristics having primarily 
qualitative significance: 

a. The inherent importance of the 
action, activity, or condition reflected 
(unusual, unexpected, improper, in vio- 
lation of contract or statute, etc.). 

b. The inherent importance of the 
item as an indicator of the probable 
course of future events (suggestive of a 
change in business practice, etc.). 
These, then, are offered as indicia of 

materiality. The ultimate test is to be 
found in the expected uses of the state- 
ments. An item is material if knowledge 
of it would influence the judgment of an 
interested and informed person. 


Comparability 


The importance of interperiod and in- 
tercompany comparisons of operating re- 
sults is probably sufficiently obvious as to 
require no elaboration. By the same token, 
the distorting effects of price-level change 
have been discussed at sufficient length in 
prior statements of this Committee’ to 
render further examination at this time 
unnecessary. 

Sufficient for our present purposes, 


1 Supplementary Statements Numbers 2 and 5; 
“Price Level Changes and Financial Statements” and 
“Inventory Pricing and Changes in Price Level”; Tre 
ACCOUNTING REviEw, October, 1951, and April, 1954. 
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therefore, is a reemphasis of the complexity 
of price-level effects and the difficulty en- 
countered even by highly skilled analysts 
in coping effectively with them unless 
granted full access to the underlying cor- 
porate records. Analysis of these pervasive 
effects must, for all practical purposes, be 
accomplished within the reporting com- 
pany. The general level of disclosure will 
continue to be inadequate until such anal- 
yses and the inclusion of their results in 
corporate reports becomes commonly-ac- 
cepted practice. 

Non-comparability of published finan- 
cial data resulting from variations in 
accounting method presents a somewhat 
different problem, since such variations 
will continue to characterize accounting 
practice in a free enterprise system. The 
evolution of accounting method with its 
attendant changes in accepted valuation 
concepts should not, however, result in 
sacrificing adequate disclosure. As good 
practice now dictates, important changes 
in method should be specifically identified. 
Moreover, investors should be provided 
either with comparative statements for a 
reasonable number of past periods cor- 
rected for the change in method or, al- 
ternatively, with the data necessary to 
adjust current figures to the basis pre- 
viously employed. 

For the purpose of facilitating inter- 
company comparisons, the Committee 
urges that the data necessary for adjust- 
ment to the valuation basis most com- 
monly used in the industry be furnished. 
This recommendation is intended to apply 
to differences in practice stemming from 
the coexistence of commonly-accepted val- 
uation principles as, for example, is the case 
with respect to depreciation method, in- 
ventory pricing, and valuation of invest- 
ments in affiliates. Conclusion 3b on 
“uniformity” is not directed to variations 
in the application of generally accepted 
principles such as may occur, for example, 


with respect to the differentiation between 
capital outlays and current operating ex- 
pense. 


Statements of the Committee on Accounting 
Concepts and Standards represent the reasoned 
judgment of at least two-thirds of its members, 
They are not official pronouncements of the 
American Accounting Association or of its Execu- 
tive Committee. 

They shall not necessarily be viewed as stating 
rules of current professional conduct or procedure. 
Rather, they state objectives in the development 
of accounting principles. Some are intended to 
have immediate applicability, while others fore- 
cast the general direction in which accounting 
may develop. 


Committee on Accounting Concepts 
and Standards 
1954 
Thomas M. Hill, Chairman 
Robert L. Dixon 
Robert K. Mautz 
Stewart Y. McMullen 
Maurice Moonitz 
Weldon Powell 
Erlind H. Thorsteinson 


Dissent of Weldon Powell 

Mr. Powell objects to that part of conclusion 
3b and the related discussion which would require 
that where alternative practices of major sig- 
nificance are in common use, the data necessary 
for approximate adjustment to the basis pre- 
dominant in the industry be supplied in connec- 
tion with the financial statements. He believes 
that a showing of the operating results on a hypo- 
thetical basis would tend to reflect on the validity 
of the method used, and therefore to confuse 
rather than to clarify; that industry predominance 
might be indeterminable; and that unreasonable 
effort and expense might be required to arrive at 
usable estimates. He believes further that while 
it is desirable to encourage substantial uniformity 
in reporting, it is even more important to widen 
understanding of available financial statements 
among persons who have occasion to use them. 


Dissent of Robert L. Dixon 

Mr. Dixon objects to conclusion 3a on the 
ground that the recommendation is too mild. He 
feels that where price-level fluctuations are so 
severe as to impair materially the comparability 
and the absolute integrity of reports prepared in 
historical dollar figures, supplementary data 
should be (rather than “‘may be’’) furnished. 
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NEW PERSPECTIVES ON THE 
HISTORY OF ACCOUNTING 


RAYMOND DE ROOVER 
Professor, Boston College 


interest in the history of accounting 
undoubtedly because the Italians pride 
themselves on the fact that their country 
was the birthplace of double entry. One 
of the most outstanding treatises on 
accounting published early in this cen- 
tury—that of Fabio Besta—contains sever- 
al historical chapters on the development 
of double and of single entry, the incep- 
tion of the balance sheet, the first use of 
reserve accounts and accruals, the origin of 
the expressions “debit” and “credit,” 
and the beginnings of budgeting.? 
Although Besta’s work first appeared 
some years ago (1909), it is still considered 
by many Italians as the Bible for the his- 
tory of accounting as well as for contem- 
porary problems of theory and practice. 
Under the stimulus of Besta, some of his 
students began thorough examinations of 
medieval account books, but the results 
of these studies confirmed rather than 
challenged the findings of the Master. 
On the authority of Besta and his stu- 
dents, it was thought until recently that 
double-entry bookkeeping originated in 
Genoa around 1340 and spread from there 
to other Italian trading centers, such as 
Milan, Florence, and Venice. In recent 
years, this hypothesis has been completely 
shattered and replaced by a much more 
complicated and more confused picture. It 
is now doubtful whether double-entry 
bookkeeping was born in Genoa; Florence 
is henceforth a serious contender to the 
Genoese claims, but it is even more likely 
that double entry was developed almost 
simultaneously by the merchants of several 


1 La Ragioneria (3 vols., Milan, 1932). 


[' ITALY there has always been a lively 


Italian cities who had been searching for 
a system that would minimize errors, 
facilitate control, and give them a com- 
prehensive view of the financial state of 
their business. Since trade rests on the 
exchange of goods and services, the duality 
which forms the basis of double-entry 
bookkeeping is rooted in the nature of 
things. Is it then surprising that eventu- 
ally the merchants would evolve an 
accounting system founded on a balance 
between debits and credits? By 1300, the 
times were ripe: the merchants were al- 
ready using equity and expense accounts 
and were about to take the final step 
which would perfect the system by adopt- 
ing the rule that there should never be a 
debit without a corresponding credit and 
vice versa. 

Fabio Besta and the older writers at- 
tached a great deal of importance to form 
and procedure, or, in other words, to the 
manner in which records were kept. With 
recent writers, interest has shifted to 
accounting as a system and as a tool for 
management and control. They tend to be 
less concerned with matters of form. On 
the other hand, they lay stress on another 
problem: whether a given set of records 
leads up to a comprehensive financial state- 
ment which would enable the merchant to 
ascertain his profit or loss and to analyse 
the composition of his assets and liabil- 
ities. 

While I fully sympathize with this new 
approach to the history of accounting, I 
also believe that form and procedure 
should not be entirely neglected. Books are 
not kept in double entry without the 
strict observance of certain rules. It may 
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not matter whether accounts present 
themselves in bilateral form, but there is 
no double entry unless each transaction is 
recorded twice, once on the debit and once 
on the credit side. If the bookkeeper has 
made errors, books may not balance. 
However, we are not in the presence of 
double-entry bookkeeping unless his pro- 
cedure is such that the books would have 
balanced if no errors had been made. The 
point has some importance, since medieval 
bookkeepers often did not bother to trace 
small errors and were inclined to eliminate 
them simply by posting them to Profit and 
Loss. 

The change in the accepted views with 
regard to the origins of double entry is 
due mainly to the labors of a few coura- 
geous Italian scholars who have done ex- 
tensive research on early business records, 
especially account books. The results have 
been made available recently in two im- 
portant source publications and in two 
books which use new materials, but do not 
reproduce the texts im extenso. Besides 
these publications, an important discovery 
has been announced: that of three libri 
segreli, or secret account books, of the 
Medici bank, which cover a period from 
1397 to 1450 without any breach of con- 
tinuity. Until recently it was thought that 
only fragments had survived: some hun- 
dred pages from a ledger kept by the Mi- 
lan branch (1459) and about thirty pages 
from another ledger kept by the Bruges 
branch (1441). There is also extant the 
fragment of a ledger dated 1395, which 
does not belong to the Medici bank 
founded by Giovanni di Bicci, but to 
a rival firm headed by his nephew, 
Averardo di Francesco di Bicci de’ Medici. 
In addition to the libri segreti, a thorough 
search of the Medici archives yielded an 
unexpected crop of hitherto unknown 
documents including several partnership 
agreements and balance sheets. The study 
of this material has not yet been com- 


pleted, but it will undoubtedly enhance our 
knowledge of the conduct of medieval 
business, including accounting practices. 

Let us now discuss the two source 
publications. The first is a collection of 
early texts in the vernacular, all prior to 
1300, edited with an introduction by 
Arrigo Castellani.? With a few exceptions, 
most of the texts published are surviving 
fragments of account books. The editor of 
the texts is not an accountant or economic 
historian, but a philologist whose purpose 
is to make a linguistic study of these 
early examples of the Italian language. 
As an editor, he is extremely careful and 
thorough. He made a special effort to 
understand early bookkeeping, and in his 
introduction he discusses briefly the im- 
portance of his sources for economic and 
accounting history. 

A few of the texts published by Pro- 
fessor Castellani were already known; 
others are published for the first time, 
such as the part prior to 1300 of an account 
book kept at the fairs of Champagne by 
Rinieri Fini and his brothers, who were in 
partnership with the famous Musciatto 
and Biccio Franzesi, the financial agents of 
Philip the Fair, King of France. This 
account book really goes from 1296 to 
1305, but Professor Castellani omits the 
entries made after 1299, the terminal date 
of his investigation. In my opinion, this 
is a very unfortunate decision, the more so 
because the original manuscript is in a 
state of disintegration. Let us hope that 
an Italian scholar will undertake the hero- 
ic task of publishing the remaining section 
before the text becomes completely il- 
legible. 

As the texts published by Castellani 
show, accounts prior to 1300 were still 
predominantly in paragraph form: after an 


2 Nuovi testi fiorentini del Dugento (Autori classici € 
documenti di lingua pubblicati dall’Accademia della 
Crusca, Florence: G. C. Sansoni, 1952), 1 vol. in 2 
parts. 
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initial debit entry in the case of receivables 
or an initial credit entry in the case of 
payables, some space was left blank in or- 
der to make one or two additional entries 
—for instance, to add interest—and to in- 
dicate how the settlement was made. As 
yet, there were no accounts current and 
each transaction was considered separate- 
ly. It is only gradually that all items con- 
cerning the same person were grouped to- 
gether so as to form a running account. 

The paragraph form is still in evidence 
in the account book relating to the estate 
of Baldovino Riccomanni (1272-1278), in 
that of Gentile de’ Sassetti (1274-1310), 
and in the other fragments published by 
Castellani. One may conclude that the 
bilateral form, with the debit and the cred- 
it of an account facing each other, was 
still unknown in Florence prior to 1300. 

In the matter of form, the account book 
of Rinieri Fini mentioned above shows 
no sign of progress, but it has the distinc- 
tive feature that it contains besides per- 
sonal accounts also accounts for operating 
results and expenses, including interest 
charges. Moreover, each entry has a cross- 
reference to a corresponding debit or 
credit, as the case may be.’ Professor 
Castellani concludes therefrom that the 
account book of Rinieri Fini is undoubted- 
ly kept in double entry. If he is right, 
double-entry bookkeeping dates back to at 
least 1296 instead of 1340, as commonly 
believed. The fact that the accounts are 
still in paragraph form does not trouble 
him and, quoting Tommaso Zerbi, he 
points out that the bilateral form is not 
an indispensable characteristic of double 
entry. 

I am tempted to agree with Professor 
Castellani, but I would play safe by being 
a trifle less categorical in my statement. 
It seems rather dangerous to draw a 
sweeping conclusion from a small and in- 


* Castellani, op. cit., pp. 7-10, including the table 
facing p. 10. 


complete fragment of an account book, 
especially since there is no indication of 
the procedure used in closing the books. 
At the end, do we have a real balance 
showing the owners’ equity and the com- 
position of assets and liabilities? Only if 
the answer is affirmative, is one justified 
in speaking without hesitation of books 
kept in double entry. 

The second source publication is that of 
the extant account books of the Alberti 
del Giudice, the famous Florentine family 
of merchant-bankers.‘ The editor of these 
precious manuscripts is Professor Arman- 
doSapori, the distinguished Italian econom- 
ic historian, who is at present Rector of 
the Universita commerciale Luigi Bocconi, 
located in Milan, and considered perhaps 
the best business school in Italy. Since 
Professor Sapori has already published the 
account books of the Peruzzi, the Gian- 
figliazzi, and the Frescobaldi, the publica- 
tion of those of the Alberti is not his first 
venture of this kind and he has done the 
job with his usual care, accuracy, and com- 
petence. 

He publishes extensive fragments of five 
different account books once belonging to 
the Alberti family, but only one presents 
any interest from our point of view. It is 
the libro piccolo dell’asse d’Alberto del 
Giudice e compagni, which contains en- 
tries dating from 1304 to 1332. This book 
is a libro segreto, that is, a key book in 
which the partners recorded vital infor- 
mation which they wanted to keep secret. 
In the Florentine companies, the libro 
segreto usually contained the accounts re- 
lating to the shares of the partners in the 
capital, to the distribution of profits and 
losses, and to the salaries of the factors, or 
employees. The libro piccolo dell’asse of the 
Alberti Company also contains twelve 
financial statements—I deliberately avoid 
using the word “balance sheets’”—listing 


41 libri degli Alberti del Giudice, Armando Sapori 
ed. (Milan: Garzanti, 1952). Preface by Luigi Einaudi. 
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the assets and liabilities of the firm and 
ranging without interruption from Octo- 
ber 1, 1302, to November 1, 1329. 

With regard to form, the accounts are 
not yet presented with the debit beside the 
credit, but with the debit items preceding 
the credit items or vice versa, according 
to the nature of the initial entry. If an en- 
try is a receivable, it starts with the words 
dé dare (he owes, literally “the should 
give”) and the formula anne dato- (he has 
given) is used to indicate how the debt has 
been settled. On the other hand, if the first 
entry of an account is a payable, it begins 
invariably with the words dé avere (he 
should have) and the items regarding the 
settlement have as the opening phrase 
avegli dato, which means “we have given 
him.” 

I definitely disagree with Professor 
Federigo Melis, who asserts that the Al- 
berti, in the fourteenth century, kept 
their books strictly according to all the 
canons of double entry. While the account 
book under discussion reveals a high de- 
gree of technical proficiency, it does not 
meet this standard, and the editor, Pro- 
fessor Sapori, cautiously refrains from ad- 
vancing such a claim. There are many 
debit entries without an equivalent on the 
credit side and vice versa. Unless each trans- 
action is recorded twice, once on the deb- 
it and once on the credit side of the ledger, 
there is by definition no double entry. 
Moreover, the Alberti determined their 
profits by totaling their assets (receiva- 
bles, goods in stock, and cash on hand) and 
deducting from this total their liabilities 
and the capital invested by the partners. 
I have found no reference to a Profit and 
Loss account, which would have equalized 
assets and liabilities. The profits, once de- 
termined, were distributed among the 
partners after making a provision for 
accrued salaries due to managers and 
other employees. This procedure shows 
that the bookkeeping of the Alberti had 


reached a high level, but it does not prove 
anything more. 

It was customary in the Middle Ages to 
close books periodically, but at irregular 
intervals. In the case of the Alberti, from 
two to five years were allowed to elapse be- 
tween two successive settlements. The 
only extant articles of association, dated 
January 1st, 1323, stipulate, however, 
that stock is to be taken every two years.$ 
In the meantime, no partner was per- 
mitted to withdraw and no new partner 
could join. Even death did not automat- 
ically dissolve the partnership, with the 
consequence that the heirs of a deceased 
partner were not entitled to their share un- 
til expiration of the agreement. It seems 
that these provisions were actually carried 
out. 

Of the two books dealing with the his- 
tory of accounting, which I intend to dis- 
cuss, that of Professor Federigo Melis is 
the more general, since it purports to deal 
with the history of accounting from the age 
of the Pharaohs up to the present day.® The 
author was instructor in accounting at the 
University of Rome until he accepted an 
appointment to teach economic history at 
the University of Pisa. He had previously 
published several articles on different as- 
pects of accounting history. Professor 
Melis has not been content to utilize pri- 
mary and secondary sources available in 
print, but he has taken the trouble to dig 
up unused material and to incorporate the 
results of his investigation in his book. In 
so doing, he has arrived at some interesting 
conclusions which depart from the current 
views on the origins of double-entry book- 
keeping. Of special interest to Americans 
will be the examples of cost accounting, 
dating as far back as the fourteenth cen- 
tury, which Melis discusses. 

Although the book of Professor Melis 


5 Sapori, op. cit., p. 28. 
* Storia Ragioneria (Bologna: Cesare Zufi, 
1950). 872 pp. 
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contains much new material, it does not en- 
tirely replace some non-Italian treatises 
dealing with the development of account- 
ing in other countries, such as those of 
A. C. Littleton in English,’ Balduin Penn- 
dorf in German,® and P. G. A. de Waal in 
Dutch.® For those who do not read Ger- 
man or Dutch, complementary informa- 
tion may also be gathered from this re- 
viewer’s two articles which appeared some 
years ago in a French journal and which 
have not yet been completely superseded 
by more recent publications. *° 

The second book is that of the Honor- 
able Tommaso Zerbi on the genesis of 
double entry." The author, formerly a 
professor of accounting at the Universita 
Commerciale L. Bocconi in Milan, has 
left teaching in order to devote himself to 
the management of important business in- 
terests. He is also a member of the Italian 
parliament and was for some time Under- 
secretary of State in the Ministry of the 
Budget. The book was begun during World 
War II but remained unfinished for many 
years, because the author became involved, 
first in the resistance movement, and later, 
in politics. Moreover, it was thought for a 
long time that some of his source material, 
the ledgers of the Borromei bank, had been 
destroyed, when the Milan palace of this 
princely family was hit by an incendiary 
bomb and burned to the ground in Au- 
gust 1943. Fortunately, in the summer of 
1950, the missing records turned up in a 
farm house where they had been moved for 
safety. 


7 Accounting Evolution to 1900 (New York, 1933). 

Luca Pacioli, Abhandlung die Buchhaltung, 
1494 (Stuttgart, 1933) and Geschichte der Buchhaltung 
in Deutschland (Leipzig, 1913). 

* Van Paciolo tot Stevin: Een Bijdrage toi de Leer van 
het Boekhouden in de Nederlanden (Roermond, 1927). 

“Aux origines d’une technique intellectuelle: la 
formation et l’expansion de la comptabilité a partie 
double,” Annales d’histoire économique et sociale. IX 
(1937), 171-93, 270-98. 
_ | Le Origini della partita dop pia: Gestioni aziendali e 
Stluaziont di mercato nei secoli XIV e XV (Milan: 
Marzorati, 1952), 520 pp. 
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The book of Zerbi does not extend over 
the whole course of human history, like 
that of Melis, but is strictly confined to 
the genesis of double entry. On this car- 
dinal problem, as we shall see, the two au- 
thors fail to come to an agreement. 

Professor Melis, in his book, divides the 
history of accounting into several periods. 
The first period, by far the longest, is 
spread over the millennia which extend 
from the invention of a system of numera- 
tion to the revival of trade at the time of 
the Crusades. Consequently, this period 
covers the early Middle Ages and all of 
Antiquity and is characterized by the de- 
velopment of some more or less rudimen- 
tary systems of accounts kept on papyri or 
on clay or wax tablets. The second period 
goes from 1202, the date of Leonardo 
Pisano’s Liber Abaci to 1494, that of Luca 
Pacioli’s treatise on bookkeeping. This 
period was brief but brilliant. In response 
to the needs of rising capitalism, the Ital- 
ian merchants created double-entry book- 
keeping and developed it to a point of per- 
fection which was not to be surpassed for 
several centuries. The next period saw the 
diffusion of double entry beyond the Alps, 
because the invention of printing favored 
the growth of a technical literature in all 
European languages. According to Melis, 
this third period lasted until 1840 when the 
publication of Francesco Villa’s book 
marked the advent of what might be 
called scientific accounting. 

All the first part of the book, eight chap- 
ters or about 350 pages, are devoted to the 
earliest of the four periods. Professor Melis 
rightly insists upon the fact that account- 
ing rests on the classification of quantita- 
tive data into a system of accounts. The 
first attempts in this direction were mne- 
monic devices such as tallies. Next came 
the invention of writing and the intro- 
duction of numerals, which enabled man 
to keep more elaborate records. Melis 
gives us examples of temple records in 
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Babel, he translates recognizances of debt 
written in cuneiform on clay tablets, he 
unveils the mysteries of palace records in 
Minoan Crete, he deciphers hieroglyphic 
inventories drawn up by the officials who 
managed the estates of the Pharaohs, and 
he struggles successfully with the accounts 
of a “‘trapezite”’ or banker in the age of the 
Ptolemies. 

The study of these early records must 
have been fascinating, and Professor Mel- 
is was undoubtedly fascinated by them. 
Some may consider that the part devoted 
to antiquity is much too long. In any case, 
we should be grateful to him for making 
the work of the archeologists available to 
the accountants. Instead of being hyper- 
critical, we should appreciate the time and 
labor which were required to plow through 
archeological journals and publications in 
half a dozen languages. Those who wish.to 
go further into the matter will find a useful 
guide in his copious bibliography of arche- 
ological sources. 

With due respect to the authority of 
Professor M. Rostovtzeff, it is extremely 
doubtful that capitalism existed in the an- 
cient world. Of course, there was some 
trade carried on by traveling or caravan 
merchants, sometimes over long distances, 
but business organization remained in a 
rudimentary stage. Under such conditions, 
double-entry bookkeeping was not likely 
to develop. Most of the surviving rec- 
ords relate to landed estates belonging to 
temples or to lay rulers. Business accounts 
are rare. Although money was not un- 
known, many of the records are about 
tributes, tithes, and rents payable in kind 
(grain, oil, wine, or live stock). 

The great gap in our knowledge is still 
about the state of bookkeeping among the 
Romans, because records were kept on 
wax tablets, a most perishable writing 
material. All we know are the titles, men- 
tioned in a speech of Cicero, of the books 
which merchants and banks most com- 
monly kept. The adversaria, from adver- 


tere, “‘to note,” was probably a note or 
memorandum book, in which business 
transactions were written down as they 
occurred. The second book was the codex 
rationum, literally book of accounts, 
where the data taken from the adversaria 
were presumably classified according to 
a system of accounts. On the authority of 
Moritz Voigt, who wrote a book on Roman 
bookkeeping, Professor Melis contends 
that the third book, called codex accepti 
et expensi, was not, as is commonly held, 
some sort of cash book, but a book used to 
register contractual obligations, either re- 
ceivable or payable. The kalendarium was 
probably a book used to keep a record of 
maturity dates. Unless excavations bring 
to light some remnants of Roman account 
books, the whole matter will remain 
shrouded in a haze of obscurity. 

The theory that the earliest examples of 
double-entry bookkeeping were Genoese 
records of the year 1340 was until now 
accepted by most authorities, including 
Fabio Besta, Henry Rand Hatfield, A. C. 
Littleton, Balduin Penndorf, and others. 
This belief is now challenged by both 
Melis and Zerbi, but the first holds that 
the double-entry method originated in 
Tuscany and the second, that it is more 
likely to have had its roots in Lombardy. 
This divergence of opinion is chiefly 
attributable to the fact that Zerbi has 
based his conclusions on Milanese bank- 
ing records, whereas Melis has chiefly used 
hitherto unpublished and even unknown 
Tuscan sources. 

Before discussing this issue, it should 
be pointed out that Zerbi is more exacting 
in testing whether certain records fulfill 
the requirements of double entry. Melis 
sometimes jumps to conclusions after a 
cursory examination of a set of account 
books and decides that they meet the 
test, when more careful investigation re- 
veals that they do not, as in the case of the 
Alberti manuscripts. 

At any rate, both authors require that 
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each transaction be recorded twice, once 
on each side of the ledger, so that debits 
and credits, when totalled, always are in 
balance, provided, of course, that there are 
no errors. Accounts must also be kept in 
the same monetary unit or money of 
account. As a necessary consequence, an 
integrated system of accounts should in- 
clude not only personal and impersonal 
accounts, but also real accounts (conti 
elementari o diretti), as well as nominal 
accounts (conti derivativi), which record 
operating results and changes in the own- 
er’s equity. To record these changes, both 
authors agree, is the main purpose of any 
accounting system. 

Mr. Zerbi further requires—and here 
the disagreement begins—that each entry 
on either the debit or the credit side should 
have a cross-reference to the account 
where the corresponding entry may be 
found. He links double-entry with the 
adoption of the bilateral or Venetian form 
of account, that is, debit and credit of the 
same account facing each other on two 
pages or in two columns on the same page. 
Melis, on the contrary, lays stress on the 
fact that form, a matter of pure conven- 
tion, is not essential. Books may balance 
whether the debit and the credit of the 
same account are placed beside each 
other (sezioni contrapposte), or one below 
the other (sezioni sovrapposte), or even in 
different sections of the ledger, for example, 
all debits in the front and all credits in 
the rear. While Zerbi admits this point, he 
considers, however, that the adoption of 
the bilateral or “‘tabular’’ form was neces- 
sary as a preliminary step and he contends 
that double-entry bookkeeping could not 
have grown directly out of records less 
systematically kept. In contradiction with 
Zerbi, Melis considers—and rightly so— 
that the omission of cross-references is 
not an infallible indication that a given 
debit entry is without counterpart on the 
credit side or vice versa. 

In applying his criteria to actual books, 


Professor Melis comes to the conclusion 
that double-entry bookkeeping was known 
in Tuscany by the end of the thirteenth 
century. Consequently, he believes it to 
be of Tuscan origin and at least half a cen- 
tury older than has hitherto been sup- 
posed. According to Melis, the first 
example of double entry is found in 
Rinieri Fini’s account book discussed 
above. As we have seen, he may be right on 
this point, although the evidence is not 
conclusive. 

He may also be justified in considering 
as an early example of double entry an- 
other account book, dated 1299-1300, 
which belonged to the Farolfi Company, a 
firm of Florentine merchants operating in 
Provence with headquarters in Nimes and 
a branch office in Salon. However, Cas- 
tellani, who edits the Farolfi manuscript, 
cautiously refrains from committing him- 
self. With respect to form, debit and credit 
are not yet placed side by side, but one be- 
low the other. It is true that a great many 
entries, with the exception of cash trans- 
actions, have cross-references, even to a 
Profit and Loss account: for instance, in 
connection with interest charged on loans. 
One item of particular interest relates to 
prepaid rent, which is handled correctly 
as a deferred expense.’* No further proof 
is required to establish the fact that, by 
1300, the Tuscan merchants had carried 
accounting to an advanced stage of de- 
velopment. Thus far we can certainly go 
along with Professor Melis, even if we re- 
tain some doubts about the introduction 
of double entry before 1300. 

Contrary to the prevailing opinion, 
Melis maintains that the account books of 
the Peruzzi Company (1335-1343), edited 
some years ago by Professor Armando 
Sapori, are examples of double entry, with 
the exception of the private memorandum 
of one of the partners, Arnoldo di Arnoldo 


on Castellani, 0p, cit., p. 721. Cf. Melis, op. cit., p. 
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de’ Peruzzi." After reexamining the books 
carefully, I am inclined to agree. On going 
through the Peruzzi ledgers, I have not 
found any entry without a cross-reference 
to its corresponding debit or credit, as the 
case may be. It is true that the two sides of 
the same account are not yet put next to 
each other; instead, the debit sections are 
placed in the front half and the credit 
sections in the rear half of the ledger. This 
arrangement makes it somewhat awkward 
to balance an account, but is much superior 
to the paragraph form still found in the 
contemporaneous Alberti records. 

The case of the account books of the 
Francesco del Bene Company (1318- 
1328), a concern importing and finishing 
Flemish cloth, is more dubious, and I am 
not convinced by Professor Melis’ attempt 
to prove that they are kept in double en- 
try. Nor is such a suggestion made by 
Professor Sapori, who has devoted an en- 
tire book to the study of the del Bene 
records.“ In the manufacturing field, 
moreover, the application of double entry 
ran into serious difficulties because of the 
complexities of the Florentine currency 
system. 

In his book, Dr. Zerbi questions whether 
the account books of the Datini branches 
(around 1400) and the ledger of Averardo 
de’ Medici & Co. (1395) are in double 
entry. On this issue, I share the opinion of 
Melis who asserts that they are. The 
Pratese merchant Francesco di Marco 
Datini (d. 1410) was one of the richest 
merchants of his time. The major part of 
his records are still preserved in Prato 
(Tuscany), his native town. This collection 
includes about 500 account books and 
more than 100,000 letters, not to mention 
other business documents, such as bills 
of exchange, insurance policies, and so on. 


13 T libri di commercio dei Peruszi, Armando Sapori 
ed. (Milan, 1934), xlviii, 577 pp. 

4 Una compagnia di Calimala ai primi del Trecenio 
(Florence, 1932), 420 pp. 


Not all the books of Datini are in double 
entry, but only those of his later years 
(certainly after 1390) pertaining to his 
bank in Florence and his branches abroad. 
There are in the Datini archives several 
balance sheets. Since they do balance, this 
settles, I think, the point at issue, but we 
shall come back in a moment to Zerbi’s 
arguments. 

Dr. Zerbi believes that double entry has 
as antecedent the sistema tabulare or liber 
tabulle, popular in Lombardy. Apparently 
this so-called “tabular system’ is virtually 
the same as the Venetian or bilateral form 
previously mentioned—at least, after read- 
ing Zerbi’s book, I do not find any differ- 
ence, but it may have escaped my atten- 
tion. This tabular arrangement was popu- 
lar with the banks or favole (tables), but 
it was not confined to them. In Genoa, 
accounts presented in this form were said 
to be kept “after the custom of the banks” 
(ad usum bancht). According to Zerbi, the 
tabular system at first included only per- 
sonal accounts and was later extended to 
include cash, merchandise, expense, and 
equity accounts, thus gradually giving 
rise to double-entry bookkeeping. As 
perfect examples of the tabular system, 
Zerbi gives long excerpts from the account 
books of the Del Maino bank (1394-1400), 
which he discovered in the archives of Mi- 
lan cathedral. I should like to point out 
that this is a rather late date and that the 
so-called “tabular system” was certainly 
known outside Lombardy and even be- 
yond the Alps. As equally good examples, 
I can cite the account books of the Bruges 
money-changers Collard de Marke and 
Guillaume Ruyelle (1366-1370), which 
antedate the Del Maino records by almost 
thirty years. 

I do not question in the least the validity 
of Mr. Zerbi’s conclusions as far as Lom- 
bardy is concerned, but it seems to me 
that it is rather dangerous to make gen- 
eralizations on the basis of one set of books 
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or of a single region. In the Middle Ages, 
there were important differences in the 
business practices of the great Italian 
trading centers, such as Genoa, Florence, 
Milan, Pisa, and Venice. I do not see why 
bookkeeping would be an exception to the 
general rule and why one should expect 
there a degree of uniformity which does 
not exist in other fields, such as partner- 
ships, insurance, or banking. As already 
pointed out, the duality which is the prin- 
cipal feature of double-entry bookkeeping 
is not just a formal matter, but corre- 
sponds to a fundamental reality. In view of 
the inner logic of the system, I do not see 
why it could not have evolved out of vary- 
ing antecedents. Such an explanation 
would not exclude the possibility of one 
center borrowing improvements from an- 
other. Local differences persist even to- 
day: do not the Americans present the 
balance sheet in a different way from the 
British, and the British from the French 
and the Italians? This is even more true 
of the Middle Ages. Not even the terminol- 
ogy was uniform; it varied from one place 
to another: a ledger, for example, was 
called a libro dei debitori e creditort in 
Tuscany, a quaderno in Venice, a cartu- 
larium in Genoa, a liber tabulle in Milan, a 
libro reale in Arezzo, and a mastro else- 
where. 

Both Melis and Zerbi give excerpts 
from the ledger of the Genoese massart, or 
treasurers, for the year 1340. As already 
stated, their accounts were for a long time 
considered as the earliest known examples 
of double-entry bookkeeping. Melis re- 
publishes the famous pepper account dis- 
cussed by so many authors, and Zerbi 
gives us the text of a silk account.” In 
both cases, there was a loss instead of a 
profit. Why? To my knowledge, no one has 
ever bothered to explain the purpose of 


4 The pepper account is also published by Edward 
Peragallo, Origin and Evolution of Double Entry Book- 
keeping (New York, 1938), pp. 7-9. 


these merchandise accounts. Certainly, it 
was not normal for a public administration 
to be dealing in commodities. The expla- 
nation is that, in order to raise funds, the 
City of Genoa bought commodities on 
credit and sold them immediately for cash 
at a lower price. The resulting loss, there- 
fore, represents concealed interest. One 
must remember that the taking of interest 
was prohibited as usury by the Church. 
Transactions of this nature were probably 
not uncommon, since I have found other 
examples of the sale of merchandise at a 
loss in the Bruges municipal accounts. 

I am unable to agree with Dr. Zerbi 
when he contends that the ledger of Aver- 
ardo de’ Medici & Co. (1395-1396) does not 
meet the requirements of the double-entry 
system because of the lack of cross refer- 
ences in the case of cash transactions. 
From my study of the Medici business re- 
cords, it seems apparent that it was the 
practice of Florentine banking firms to re- 
cord cash transactions in a separate vol- 
ume called gquaderno di cassa, which 
served both as cash book and as cash 
account. All entries in the cash book had 
their counterpart in the libro dei debitori e 
creditori or general ledger. Since receipts 
and expenditures were listed in the cash 
book in chronological order, it was super- 
fluous to give a page reference in order 
to find such entries quickly. 

Medieval practice was often less simple 
than Luca Pacioli in his treatise would 
lead us to believe. Very often, instead of 
only one journal, there were several books 


‘of primary entry—one of them being the 


cash book. It was also a current practice 
to have more than one ledger, either to 
cope with the volume of business, as in 
the case of the Bank of St. George (1408- 
1445), or to conceal certain transactions, 
as in the case of the libri segreti or con- 
fidential books. 

In the Datini partnerships, it was cus- 
tomary to have two ledgers: one called 
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TABLE 1 


ABSTRACT FROM THE BALANCE SHEET OF THE 
MEDICI BANK IN FLORENCE, 1433 


ASSETS 
Debit balances taken from: F. s. d. aff.* 
the libro bianco (white book) 

119, 781.16.10 


book) marked M............ 6,107.16. 1 
the libro segreto or confidential 
153,000.16. 6 
LIABILITIES 
Credit balances taken from: F. s. d. aff.* 
the libro bianco (white book) 
marked N..... Sa a 117,557. 8. 9 
the libro vecchio (old yellow book) 
marked M........ oe 800.19. 7 
the libro segreto or confidential 
Total. . 7 


153,052.19. 


* The books were kept in Florentine gold florins and 
soldi and denari affiorino. The florin was equal to 29 such 
soldi (not the usual ratio of 20 soldi to one florin), each 
of which were subdivided into 12 denari or pennies. 

Source: Florence, State Archives, Archivio del Ca- 
tasto, No. 470, fols. 541 ff. 


libro di mercatantia for all merchandise and 
another called libro de’ debitori e creditori 
for receivables, payables, and bank ac- 
counts. The use of several ledgers does not 
mean that the books were not expected 
to balance, as is shown clearly by several 
balance sheets preserved in the Datini 
archives. As further evidence, I submit to 
the reader a summary statement based on 
a balance sheet of the Medici Bank, 
dated 1433 (Table I). 

The reader will notice that the debits 
and credits are not equal and that there 
is a discrepancy of about 52 florins on a 
total of over 150,000 florins. The difference 
is so small, however, that it is obviously 
due to errors in computation and not to 
defects in method. 

In 1460 the bookkeeper of the Milan 
branch, on sending the balance sheet to 
headquarters in Florence, noted that there 
was a difference of 914 lire d’imperiali 
(on a total of nearly 600,000 lire). He 
promised to check the books with diligence 
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and adjust the matter, if he found the 
error. Then he added this amusing touch: 
“May God preserve us in the future from 
still greater errors.”’ Consequently, medi- 
eval bookkeepers tried to make the books 
balance, but they were often careless or 
unsuccessful in tracing errors. 

Of course, medieval balance sheets are 
not presented in the form which is cus- 
tomary today. Nevertheless it would be 
wrong to assert that “the striking of 
balances was performed primarily for 
narrow bookkeeping purposes.’”® On the 
contrary, already in the Middle Ages, 
balance sheets were extensively used for 
purposes of control—and even for pur- 
poses of taxation! In these respects, the 
evidence afforded by the Medici records is 
overwhelming and decisive. Balance sheets 
were attached to the returns or portate 
which the Medici and other Florentine 
firms were required to file with the offi- 
cials who administered the catasto or 
income tax.!7 The evidence is all in the 
tax records which are extant in the 
Florentine State Archives. 

According to the partnership agree- 
ments, the branch managers were re- 
quired to strike the balance each year and 
to send a copy to the main office in 
Florence. There is no doubt that this 
provision was actually carried out. In Flor- 
ence, it was the duty of the general man- 
ager and his assistants to examine, with 
a special eye for aging accounts, the balance 
sheets sent in by the branches. The same 
procedure was followed by other firms, 
for instance, by Francesco Datini for his 
network of partnerships. The Medici 
records show that bad debts were the 


6B. S. Yamey, “Scientific Bookkeeping and the 
Rise of Capitalism,” The Economic History Review, 
Second Series, I (1949), 113. 

1? Whether the catasto was an income, or a property, 
tax is a debatable point. It was a tax on property, 
including business investments, but the value of the 
property was determined by capitalizing the income at 
the rate of seven per cent. No tax was due on property 
that did not yield income. 
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principal menace which threatened to 
undermine the solvency of the medieval 
merchant-bankers and their companies. 
The failure of one important debtor could 
easily wipe out the profits of several years. 
And loans to princes, because of their 
size, were even more dangerous. 

These remarks about balance sheets in 
the Medici records are my own, since 
neither Melis nor Zerbi discuss the points 
which I have raised. It is true that the 
former has a chapter devoted to the 
subject, but he discusses another point, 
namely what happened when a company 
or partnership was being liquidated and 
its assets and liabilities were taken over 
by a new company. For this purpose, an 
account to the new company was opened 
in the books of the old one. This account 
was then charged with any assets or 
receivables which were transferred to the 
new company and credited with any 
liabilities which the latter was willing to 
assume. The new company proceeded in 
much the same way by opening an account 
to the old one, debiting it for the assump- 
tion of any liabilities, or crediting it for 
the transfer of any assets. 

Mr. Zerbi did not find any original 
balance sheets among the records which 
he examined, but he was able to recon- 
struct the balances and the statement of 
profit and loss of the Borromei bank, as 
of December 31, 1427. He also gives the 
balance sheet and the profit and loss 
statement of the London branch (1436) 
and those of the Bruges branch (1437). 
His comments are especially illuminating: 
they practically constitute an auditor’s 
report on the operation of a medieval 
firm. All this is very useful from the point 
of view of economic and business history, 
but I believe that reconstructions of 
financial statements according to modern 
methods are less valuable for the history 
of accounting, strictly speaking. There 
is naturally something artificial about such 
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reconstructions, since a medieval book- 
keeper did not proceed in the same way 
as would a modern auditor. For the history 
of accounting, therefore, it is better to 
study original balance sheets whenever 
they are available. Those of the Borromei 
have apparently not survived, but a 
number of medieval balance sheets are 
extant. It would, consequently, be de- 
sirable for someone to publish with 
comments the integral text of several of 
the Datini and Medici balance sheets 
that have come down to us. In the Catasto 
records of the second quarter of the 
fifteenth century are found numerous 
balances of other Florentine merchants; 
all this material is still unexploited. 
Because of the prevalence of venture 
accounting, inventory valuation did not 
have in the Middle Ages the importance 
which it has today. Usually, a separate 
account was opened for each lot of mer- 
chandise and the balance was transferred 
to Profit and Loss only after everything 
had been sold. In judging medieval 
accounting, it is essential to consider the 
way in which business was conducted. 
There are in Professor Melis’s book 
occasional references to adjustments made 
for bad debts and depreciation of equip- 
ment. According to a text quoted by 
Melis, a partner of the Bardi Company, 
around 1320, was credited with his share of 
some debts which were recovered after 
they had been written off as uncollectible. 
On the other hand, the same account was 
charged with receivables, which had been 
considered as good credit risks, but which 
later on proved to be bad.'* Reserves for 
bad debts are a common feature in the 
Medici records of the fifteenth century.!’ 
Depreciation on equipment (masserizie) 
appears as early as 1324.?° We have already 
18 Melis, op. cit., p. 506. 
19 About reserves, see the remarks of A. C. Littleton, 
“The Accounting Exchange,” AccouNTING REVIEW, 


October, 1944, pp. 458-459. 
20 Melis, op. cit., p. 515. 
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mentioned a case of deferred expense; 
accruals also date back to the Middle 
Ages. In the /ibri segreti of the Medici 
bank, there are numerous examples of 
provisions made for unpaid salaries (salari 
da pagare). Around 1400, an Italian firm 
in Barcelona even set aside a provision to 
take care of unpaid taxes before determin- 
ing the net profit which was to be divided 
among the partners.” 

The intricacies of the medieval mone- 
tary systems sometimes put serious ob- 
stacles in the way of the development of 
double-entry bookkeeping. This point is 
elaborated by Dr. Zerbi. The difficulty 
arose chiefly from the co-existence in 
certain centers, especially Florence and 
Venice, of two monetary systems: one 
based on the stable gold florin or the ducat 
and the other on depreciating silver and 
black money. As a result, there existed 
between the two systems an internal 
exchange rate which fluctuated almost 
from day to day. These disturbances did 
not affect so much the merchants, who 
kept their books in florins or ducats, as 
they did the cloth and silk manufacturers, 
who used florins in buying raw materials 
and in selling the finished cloth, but paid 
their workers in silver currency. For this 
reason they were forced to keep two sets 
of records, one in each of the two rival 
currencies. It is therefore, not surprising 
that double-entry appears rather late in 
the industrial field.” 

In the Middle Ages, there were, of course 
no factories; in the textile industries, the 
prevailing type of organization was the 
putting-out system. According to this 
system, the master-manufacturers owned 
the materials and put them out to artisans 
who worked in their own homes and with 
their own tools. After the completion of 
ACCOUNTING ReEviEW, October, 1944, pp. 395- 

% On cost accounting in the Middle Ages, see the 


recent book of S. Paul Garner, Evolution of Cost Account- 
ing to 1925 (Univ. of Alabama Press, 1954), pp. 1-26. 


each process, the goods were returned to 
the shop. In the Florentine woolen indus- 
try, the manufacturing process comprised 
about twenty-six successive operations, 
which were performed by at least a dozen 
different artisans. As a result of this far- 
reaching division of labor, elaborate records 
were necessary to keep track of the 
materials and half-finished goods which 
were constantly going out and coming in. 
These same records were also used to deter- 
mine the cost of the finished product. 

For this purpose, the cloth manufactur- 
ers kept a separate book for each category 
of artisans with whom they dealt, as for 
instance, the book of spinners, the book of 
weavers, the book of dyers, and the book 
of workers (libro de’ lavoranti).* The 
entries in these books usually indicated 
the quantity of material which a certain 
artisan had received and brought back and 
the wages which he had earned. From 
these data, it was possible to compile 
more comprehensive records, and this 
was actually done. Professor Melis has 
discovered a fine example of job accounting 
in a memoriale or memorandum book 
(1395-1398) of  cloth-manufacturing 
shop or establishment in Prato (Tus- 
cany).™ In this memoriale a separate page 
is devoted to each piece of cloth manufac- 
tured by the shop. As is clear from the 
sample given in Table 2, each job was 
charged with its direct costs (items 1 to 11) 
and its share in indirect costs (items 12-15) 
and administrative burden (16-17). The 
reader will notice that unused materials 
have been deducted. In the Middle Ages, 
general overhead was relatively negligible, 
less than 3 per cent, as one might expect 
prior to the introduction of the factory 
system. 

The percentages given here should be 

% A detailed description of these books will be found 
in the appendices to Florence Edler’s Glossary of 
Mediaeval Terms of Business, Italian Series, 1200- 


1600 (Cambridge, Mass., 1934), pp. 348 ff. 
Melis, op. cit., p. 558. 
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TABLE 2 
A MEDIEVAL EXAMPLE OF COST ACCOUNTING WITH ALLOCATION OF BURDEN AND INDIRECT costs, 1397 


One bolt of cloth of wool from Romagna, spring clip 


Pounds affiorino Per Cent 
Explanation of 
Bis. Bree & Total 
Raw Material 
1. 81 pounds of wool from Romagna at £4 5s. afiorino the hundred... . 3. 8.11 40.2 
Preparatory Process 
Spinning 
8. Deduct: unused thread from combed wool. 0. 4. 0 
unused thread from carded 0.9.6 0.13. 6 7.9 
6.17.11 80.5 
Warping and Weaving 
Finishing 
0. 4. 0 2.3 
14. Estimated cost of scouring and napping....................e.0000 0. 6. 0 3:5 
Allocation of administrative burden ; 


Source: Melis, Storia della Ragioneria, pp. 558-560, from Datini Archives, Prato, No. 246, fol. 54r. 


compared with those given for a Florentine 
shop of a much later date (1556-1558). 
The two series are not strictly comparable, 
since one includes dyeing, an important 
element of cost, and the other does not. 
After making the necessary adjustment by 
eliminating dyeing, the remarkable fact 
is that the percentages do not vary greatly, 
although they are based on sources more 
than a century apart (Table 3). The 
explanation of this similarity is that there 
was in the meantime no conspicuous 
change in the structure of the woolen in- 
dustry. 

Cost accounting, consequently, i is noth- 
ing new, but there is no evidence that it 
was, at first, part of an integrated system 


TABLE 3 


UNADJUSTED AND ADJUSTED COST RATIOS TAKEN FROM 
THE RECORDS OF THE FIRM OF FRANCESCO DI 
GIULIANO DE’ MEDIC! & CO., 1556-1558 


Per Cent Per Cent 
Explanati cine of Total 
ion n- 
adjusted Adjusted 
Raw Material: purchases of wool. 29.7 33.0 
Preparatory Process............ 8.9 9.9 
Warping and weaving........... 12. 4 
328 
Supplies (oil, dyestuffs, and soap) . 4.0 4.5 


Source: Raymond de Roover, ‘‘A Florentine Firm of 
Cloth Manufacturers,” Speculum, XVI (1941), p. 33. 
This table is republished in Garner, Evolution of Cost 
Accounting, p. 13. 
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fulfilling all the requirements of double 
entry. As I have pointed out, it seems 
that, in Florence at least, such a develop- 
ment was hampered by the disorderly 
state of the monetary system. After this 
obstacle was removed in the sixteenth 
century, cost accounting blossomed out. 

In the Medici-Tornaquinci records pre- 
served at the Harvard Business School, 
I have even found an example of a subsidi- 
ary wage ledger represented in the general 
ledger by a controlling account, and of 
separate accounts for raw materials, 
manufacturing, and sales of the finished 
product.” 

As the reader realizes by now, double- 
entry bookkeeping was fully developed 
long before Luca Pacioli published his 
treatise. There are even many things 
including cost accounting, that he and 
other early authors do not even mention. 
Under these conditions, do they contribute 
anything new? The answer to this ques- 
tion is: little or nothing. After Pacioli, 
accounting entered into a period of stag- 
nation which lasted until] the nineteenth 
century. 

Despite the fact that the originality of 
Pacioli’s treatise has been questioned, 
Professor Melis argues strenuously that the 
great mathematician was the “father” of 
the literature on double-entry book- 
keeping.* But his arguments, it seems to 
me, are not very convincing. The proba- 
bility remains that the treatise incorpo- 
rated by Pacioli in his Summa was not his 


% This material was published in a journal for 
medieval studies, so that the article may easily escape 
the attention of accountants. R. de Roover, “A 
Florentine Firm of Cloth Manufacturers,” Speculum, 
XVI (1941), 3-33. 

* Prof. Melis remarks that one should say “Luca 
Pacioli,” when using his full name, that is, Luca of the 
Pacioli family (plural). However, the form “Il Paciolo” 
or “The Paciolo,” in the singular, meaning just one 
person, is in accordance with good Italian usage. In 
the same manner, the Italians say either Niccold 
Machiavelli or “il Machiavello.” In a footnote on p. 
628, Melis supposedly mentions all the modern trans- 
lations of Pacioli but leaves out the best, that of Balduin 
Penndorf, in German. 


own child, but a more or less reworked 
version of a manuscript which circulated 
among teachers and pupils of the Venetian 
scuole di abbaco or schools of commerce 
and arithmetic. That Pacioli used contem- 
porary manuals is admitted by Melis, 
but he is convinced that the Tractatus de 
computis et scripturis must be vastly 
superior to any other version. This is 
pure conjecture, since the manuscript 
versions have not survived. 

Pacioli’s treatise owes its importance 
mainly to the accident that it was the 
first to be printed and that it was trans- 
lated into several languages; it thus 
contributed greatly to the diffusion of 
double-entry bookkeeping among other 
nations. However, in some countries, 
notably England, double-entry book- 
keeping was already known, at least to a 
few native merchants, before the publica- 
tion of translations of Pacioli. The ledger 
for the years 1517-1528, of Thomas 
Howell, a London merchant, is claimed 
by the Drapers’ Company to be the earli- 
est English ledger kept in double entry. 
The same method is applied in the ledger 
of a merchant-stapler begun in 1534, nine 
years before the publication of the first 
English treatise, that of Hugh Oldcastle.” 

Very few authors of early treatises were 
merchants, with the exception of Jan 
Ympyn, Antonio van Neulighem, and 
Samuel Ricard. Most of them were school- 
masters who, in addition to accounting, 
taught foreign languages and arithmetic. 
In Antwerp, for example, Valentin Menn- 
her, Pierre Savonne, and Martyn van den 
Dycke were all members of the local 
schoolmasters’ guild (St. Nicolaas gilde). 
How much business experience they had 
is a matter of conjecture. In any case, 
most of the treatises from the sixteenth 
century down to the eighteenth adopt the 


27 Alwyn A. Ruddock, Jtalian merchants and shipping 
in Southampton, 1270-1600 (Southampton: University 
College, 1951), pp. 201 f. 
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method of questions and answers, as in the 
catechism. They rely on memory rather 
than on reasoning as a pedagogic method 
and give little thought to the development 
of theory. Their authors teach bookkeep- 
ing rather than accounting. 

The only exception is perhaps the 
Dutch author, Willem van Gezel, whom 
Professor Melis does not mention, but 
who developed a classification foreshadow- 
ing the modern distinction between 
nominal and real accounts.”® 

Medieval account books have attracted 
much more attention than those of later 
centuries. As a result, most of the works 
dealing with the history of accounting 
draw their information from actual records 
for the period prior to 1494 and from 
treatises after that date. It would be 
unfair to expect Professor Melis to have 
done otherwise, as the business records 
of the later period have not been studied. 
Since he journeyed to Belgium to visit 
archives, it is too bad that he could not 
have spent some time in the Antwerp 
Municipal Archives, which has the richest 
collection of account books for the six- 
teenth through the eighteenth centuries. 
Among them are the records of the 
Affaitadi banking house (16th c.), the 
Forchoudt art dealers (17th c.), and the 
records of the Ostend Company (1720- 
1733), which had factories in India and 
organized voyages to China. There are 
extant the ledgers kept in Bengal and on 
the Coromandel Coast, in connection 
with the manufacture of muslins and India 
prints, and the registers kept by the 
supercargoes on board the ships in the 
China trade. Some of the ledgers of the 
home office are also preserved. This 
material is all the more valuable, since 


* This information is given by Onko Ten Have, 
De Leer van het Boekhouden in de Nederlanden tijdens 
de zeventiende en achttiende Eeuw (Delft, 1934). This 
book is probably not available in Italy since Melis 
omits it from his extensive bibliography. 
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similar records of the English and Dutch 
East India Companies do not seem to 
have survived. In the field of business 
organization, the spectacular innovation 
of the seventeenth century was the 
creation of the colonial companies operat- 
ing with a joint stock. Perhaps in writing 
on the history of accounting, more 
attention should be paid to changes in 
business organization and problems of 
management. Accounting is an integral 
part of /’economia aziendale, as the Italians 
call what we understand by Business 
Economics. Mr. Zerbi, especially, and to 
a lesser extent Professor Melis, have 
made a laudable effort in this direction, 
but I think there is still room for improve- 
ment. 

As I have mentioned in the beginning, 
Melis starts the fourth period, that of 
scientific accounting, with the publication 
of Francesco Villa’s treatise, La Conta- 
bilita applicata alle amministrazioni pri- 
vate e pubbliche (1840). This choice seems 
infelicitous to me, since Francesco Villa 
is not a well-known figure outside of Italy. 
Possibly it would have been better to 
start with Degranges, whose work ap- 
peared around 1800 and who advocated a 
new classification of all accounts into five 
categories. Moreover, Degranges was the 
inventor of the so-called ‘‘American meth- 
od”—which is as unknown in America as 
French toast is in France—that is. a 
combination of journal and ledger (jour- 
nal-grand livre) in a single register. 

The chapters dealing with the develop- 
ment of accounting in Italy from 1840 to 
1900 seem very well done and well worth 
reading. During this period, some of the 
leading figures in the accounting world 
were Italians. Without question, Fabio 
Besta was the greatest of them all. The 
Italians call him with admiration and 
affection i] Maestro insuperato, “the un- 
surpassed master.” He was great as a 
teacher, an author, and a practitioner. 
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Many of his students rose to leading posi- 
tions either in teaching or in the business 
world. Besta attacked successfully the 
legal theories of Giuseppe Cerboni, who 
held that accounts existed for the pur- 
poses of registering legal obligations. 
According to Besta, accounts, on the 
contrary, reflect economic categories. 

The chapter devoted to developments 
outside of Italy during the nineteenth 
century is very sketchy. It is less than 
three pages long and discusses, and then 
very briefly, only Joseph Schrott in 
Austria and Léon Bemberg in Switzerland. 
About the development of auditing in the 
Anglo-Saxon countries, there is not a 
single word. In his preface, Professor 
Melis states that the work of the modern 
authors is so well known that it is unneces- 
sary to dwell upon it. But I am not sure 
that this point of view is right and that 
there is no room or no need for a thorough 
study of developments in the nineteenth 
century, especially if it is international in 
scope. But it is a subject for an entire 
book; one cannot do justice to it in three 
pages. 

The last two books discussed here give 
new perspectives on the history of account- 
ing in two ways. First they show that 
accounting promoted the development of 
capitalism because the business firm came 


to be considered as a separate entity 
endowed with its own capital. The purpose 
of this organism was essentially rational: 
to seek profits and to avoid losses. From 
the beginning, one of the main objectives 
of accounting was to ascertain the extent 
of the profit or the loss and, if possible, to 
determine the cause of success or failure. 
Secondly, the books of Professor Melis and 
Mr. Zerbi refute the thesis of those who 
contend that double-entry bookkeeping 
was discovered by accident and not in 
response to the needs of business enter- 
prise. Under the spur of necessity, account- 
ing developed spontaneously and reached 
a remarkable degree of perfection in the 
Italian communes of the Middle Ages. 
Pacioli and his followers, the authors of ac- 
counting manuals, do not contribute any- 
thing new. Nay, they are even far behind 
the standards achieved in the counting 
bouse. However, the invention of printing 
and the publication of manuals helped the 
diffusion of double-entry bookkeeping 
outside Italy. After the sixteenth century, 
there was everywhere a long period of 
stagnation which lasted until the Indus- 
trial Revolution and the growth of 
corporations caused a new spurt in the 
development of accounting, again under 
the pressure of practical problems waiting 
for solution. 
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MUNICIPAL AUDITING STANDARDS 


Davin Miers BEIGHTS 
Professor, Stetson University 


OST TOWNS AND CITIES, large and 
M small, have their financial records 

and accounts audited annually by 
anindependent certified public accountant. 
This is a standard practice that meets with 
the full approval of the taxpaying public. 
For there are few places where the certified 
public accountant can render a more 
needed professional service than in the 
audit and review of the financial policies 
and practices of the municipality. 

But whether the municipality is getting 
the kind of an audit and other accounting 
services needed will depend largely upon 
the extent of the specialized knowledge of 
municipal affairs the auditor has, and the 
care he exercises in the maintenance of 
generally accepted auditing standards. The 
knowledge and understanding the city 
officials have about auditing standards of 
the accountant and the various services 
which he is able to render are also con- 
ditioning factors. 

A more strict adherence to generally 
accepted auditing standards on the part 
of the accountant, and a better under- 
standing of the meaning and significance 
of these standards on the part of municipal 
officials should result in greater benefits to 
all concerned. 

Perhaps a review and summary of some 
of the points involved in municipal au- 
diting standards will stimulate further 
thought and discussion of the subject and 
result in a better understanding between 
accountants and municipal officials. 


THE INDEPENDENT AUDIT 


An annual audit of the financial records 
and accounts of the municipality should 
be performed by an independent certified 
public accountant. Auditing is the final 


step needed to establish an adequate sys- 
tem of accounting and control over the 
operations of the municipality. The or- 
ganization plan and internal control, the 
budget, the accounting forms and pro- 
cedures, the financial statements, and the 
independent post-audit, taken together, 
form a coordinated and orderly system of 
gathering, verifying and presenting essen- 
tial information needed by management 
and the public. 

The independent audit is a means of 
obtaining an informed opinion from a 
competent accountant on matters relating 
to the broad operating policies of the mu- 
nicipality, and the ability, efficiency, hon- 
esty and integrity of officials and em- 
ployees of the city. The annual audit not 
only provides reliable information but 
serves as a protection to the employees of 
the city as well as to the public. As 
Professor Morey has so aptly said: “No 
public officer responsible for the handling 
of funds can afford to be without the 
protection provided by frequent, properly 
verified reports. The citizen public must 
depend to a considerable degree upon such 
reports for correct information as to the 
affairs involved.” 

As defined by the National Committee 
on Governmental Accounting, an audit is: 
“The examination of some or all of the 
following items: documents, records, re- 
ports, system of internal control, account- 
ing procedures, and other evidence, for one 
or more of the following purposes: a) de- 
termining the propriety, legality, and 
mathematical accuracy of proposed or 
consummated transactions; b) ascertain- 


1 Lloyd Morey and Robert P. Hackett, Fundamentals 
of Governmental Accounting, 2nd ed. 1951, p. 293. 
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ing whether all transactions have been 
recorded, and c) determining whether 
transactions are accurately reflected in the 
accounts and in the statements drawn 
therefrom in accordance with accepted 
accounting procedures.” 

The advantages accruing to the city 
from a properly conducted audit are 
generally recognized and fully justify the 
costs. As a result of the audit, the munici- 
pality should receive, among other things: 

1. A review of the system of internal control 
and recommendations for its improvement; 

2. A review of the accounting system and 
recommendations for improving the prac- 
tices and procedures in operation; 

3. A review of general business practices, in- 
cluding significant legal and financial prac- 
tices, and recommendations as to proper 
procedures to be followed; and 

4. Accurate and dependable financial and sta- 
tistical reports setting forth the financial 
condition of the city and the results of 
operations. 


AUDITING STANDARDS AND 
AUDITING PROCEDURES 


In order to render the greatest possible 
service to the municipality through the 
annual audit, the accountant should exer- 
cise considerable care in seeing that proper 
auditing standards are maintained, both 
before and during the audit itself. In doing 
this, it is necessary to make a distinction 
between auditing standards and auditing 
procedures, since they are not the same 
thing. 

Auditing procedures relate to acts to be 
performed, while auditing standards deal 
with measures of the quality of the per- 
formance of those acts. Auditing standards 
are concerned with the objectives to be 
attained in the employment of the pro- 
cedures undertaken. Auditing standards 
are the underlying principles of auditing. 
As such, they control the nature and ex- 
tent of evidence to be obtained by means 
of auditing procedures. Auditing standards 
“concern themselves not only with the 


auditor’s professional qualities but also 
with his exercise of judgment in the con- 
duct of his examination and in his re- 
porting thereon.” 

The discussion here relates only to 
auditing standards. It may be noted, how- 
ever, that an excellent outline of generally 
accepting auditing procedures has been 
prepared by the National Committee on 
Governmental Accounting. 

The American Institute of Accountants 
has outlined nine minimum standards 
which should govern on all audits, in- 
cluding those of municipalities. These may 
be summarized and presented in three 
parts: 

1. Standards of Personal Qualities and Quali- 

fications 

The examination is to be performed bya 
person having adequate technical training 
and proficiency as an auditor, who main- 
tains a mental attitude of independence in 
all matters relating to the assignment, and 
who exercises due professional care in the 
performance of the examination and in the 
preparation of the report. 

2. Standards of Field Work 

The work is to be adequately planned 
and supervised, with a proper study and 
evaluation of the existing internal control, 
and sufficient evidential matter is to be ob- 
tained through inspection, observation, in- 
quiries and confirmations to afford a reason- 
able basis for expressing an _ opinion 
regarding the financial statements. 

3. Standards of Reporting 

The report shall state whether the finan- 
cial statements are presented in accordance 
with generally accepted principles of ac- 
counting, whether such principles have been 
consistently observed from period to period, 
and that the information disclosed in the 
statements is reasonably adequate unless 
otherwise stated in the report. 


COMPETITIVE BIDDING 
Municipal audits should be performed 
by independent certified public account- 
ants. Municipal accounting and auditing 
is a specialized field of accounting, how- 
ever, and all accountants are not equally 
qualified to render this specialized service. 
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Through proper training and experience, 
the accountant must be qualified to render 
a professional service in municipal affairs. 
He should be familiar with current prac- 
tices in the management and administra- 
tion of municipal affairs relating to legal 
and financial matters as well as accounting 
and auditing. He should be familiar with 
the recommendations and requirements of 
the National Committee on Governmental 
Accounting with reference to accounting, 
auditing, and reporting standards and 
practices. In accepting an audit engage- 
ment of a municipality, the auditor should 
be certain that he meets the Standards of 
Personal Qualities and Qualifications as 
outlined by the American Institute of Ac- 
countants and summarized above. 

From the point of view of the munici- 
pality, the audit engagement should not be 
awarded on a competitive bid basis. 
Awarding audit engagements on a com- 
petitive bid basis is unbusinesslike and 
ineffective in obtaining proper services for 
the municipality. A contract awarded on a 
competitive bid basis may be effective 
when definite specifications may be stated 
covering both the quality and the quantity 
of the material wanted. The purchase of 
brick, steel, or cement illustrates this 
point. If either the quality or the quantity 
cannot be stated definitely, competitive 
bidding is unreliable. The purchase of 500 
volumes of “good fiction” for the library, 
or the purchase of 5 “‘oil paintings” for the 
museum illustrate this point. 

If both the quality and the quantity of 
the services to be received cannot be 
specified and is personal and professional 
in nature, competitive bidding should not 
be used under any circumstances. This is 
the situation in regard to the annual audit. 
The fact that the scope of the audit may be 
fixed in advance does not alter the basic 
character of the auditing services to be 
performed. The municipality faces the 
danger of having agreed to pay an amount 


in excess of the value of the services re- 
ceived, or receiving less in services than 
they really need. 

From the point of view of the account- 
ant, the audit engagement contract should 
not be entered into on a competitive bid 
basis. Since the auditor is not in a position 
to say beforehand what he will find in his 
investigation, the amount of work to be 
done, the length of time required to com- 
plete a satisfactory audit, he is not in a 
position to say what his total fee should be. 
To offer to perform a service without 
knowing the extent of his obligations is to 
take a position that is contrary to the 
judgment and prudence expected of a 
certified public accountant. In general, the 
whole transaction tends to destroy the 
independence of the accountant and under- 
mine the cordial and professional relation- 
ship that should exist between the account- 
ant and the city officials. 


THE AUDIT ENGAGEMENT 


The contract entered into by the munici- 
pality and the independent auditor should 
be reduced to writing and a signed copy 
retained by each party. This arrangement 
has certain obvious advantages: A written 
agreement of the essential points of the 
audit contract should minimize misunder- 
standings at a later date. And too, a 
written and signed statement makes clear 
and definite the rights and obligations of 
both parties to the contract. And finally, a 
written statement of the essential features 
of the contract should tend to establish a 
higher and more uniform standard of 
performance on the part of the auditor, 
thereby increasing the value of his services 
to the city. 

The following items and any others 
affecting the agreement may well be in- 
cluded in the contract: 

1. The kind of audit to be performed, including 


a) The scope of the comment to be included 
in the report; 
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b) The general extent of test-checking to be 
done. 

2. The period or periods to be covered in the 
audit. 

3. The time the audit will start and the ap- 
proximate time the audit will be completed. 

4. The rate of compensation for the different 
auditors assigned to the audit, and the 
terms of payment. 

5. The number and rank of the auditors to be 
assigned to the audit. 

6. The number of copies of the report to be pre- 
pared, and to whom they are to be ad- 
dressed. 

7. The amount and kind of assistance to be 
provided by the municipality to facilitate 
the audit. 

8. The duties and responsibilities of the audi- 
tor in cases where a municipal officer re- 
ceives or holds funds of some organizational 
unit other than the municipality itself. 

9. Provisions for more intensive investigation 
if conditions disclosed by the audit warrant 
such additional procedures. 


KINDS OF AUDITS 


It should be understood that there is no 
uniformity in the names attached to vari- 
ous types of audits or other services 
performed by public accountants, either in 
municipal or commercial practice. It is, 
therefore, inadvisable to enter into a con- 
tract for an audit only by the name 
assigned to it. An accurate and detailed 
description of the work to be done is the 
only safe guide in judging the nature of the 
audit and the extent of the auditor’s 
responsibilities. 

The National Committee on Govern- 
mental Accounting has defined several 
kinds of audits. An understanding of their 
classification and descriptions of audits 
may be helpful in establishing a more 
uniform practice in awarding audit con- 
tracts and in auditing procedures. For 
purposes of description, audits are classi- 
fied as follows: 


1. “A General Audit is one which embraces 
all financial transactions and records and 
which is made regularly at the close of an 
accounting period, usually a year.” 


2. ‘A Special Audit is one which is limited to 
some particular phase of a governmental 
unit’s activities, as for example the exami- 
nation of a sinking fund, or an audit which 
covers all of the governmental unit's 
activities for a shorter or longer period of 
time than the usual audit period.” 

A. “A Complete Audit is one in which an ex- 
amination is made of the system of internal 
control and of the details of all the books of 
account, including subsidiary records and 
supporting documents, as to legality, 
mathematical accuracy, complete account- 
ability, and application of accepted ac- 
counting principles. One of the main fea- 
tures of acomplete audit is that the auditor 
is not expected to make any qualifications 
in his report except such as are imposed by 
lack of information, that is, physical in- 
ability to get the facts.” 

B. “A Limited Audit is one in which the 
effectiveness of the system of internal 
control and the mathematical accuracy, 
legality, propriety, and completeness of all 
transactions are determined by examining 
only selected items. The assumption is that 
the transactions selected for examination 
are representative of the entire group from 
which selected and therefore if no errors are 
found in them the unchecked items in the 
group are also correct.”” 


Under this classification and description 
of audits, the General Audit would be 
either a Complete or a Limited Audit. 
Similarly, a Special Audit would be either 
a Complete or a Limited Audit. In a 
Limited General Audit, all financial trans- 
actions will not necessarily be checked. It 
should be emphasized, however, that the 
auditor must do a certain minimum 2- 
mount of test-checking if he is to be ina 
position to give a certificate. The minimum 
amount of checking to be done will be 
conditioned by the effectiveness of the 
system of internal control and the judg- 
ment of the auditor. 


THE CONTINUOUS AUDIT 


Some accountants and municipalities 
enter into an agreement with respect to 


2 Municipal Accounting and Auditing, pp. 187, 228, 
238, and 245. 


their : 
or mi 
some 

accou: 
the a 
meeti 
erning 
learn 


nesses 
work 
uOUS 

Th 
menté 
tinuo 
which 
throu 
short 
whict 
made 
form. 
the ¢ 
closin 
of th 

So1 
result 
the fe 


accou 
the a 
and p 
fiscal 
1. 
2. 
4. 
5. 
6. 
7. 


their auditing on a long term basis of two 
or more years. This practice results in 
some very definite advantages to both the 
accountant and the municipality. First, 
the auditor can be present at important 
meetings of the city commission or gov- 
erning body. This enables the auditor to 
learn of and to advise on important 
accounting and financial matters. Second, 
the auditor may adopt certain practices 
and perform certain audit work during the 
fiscal year, thus eliminating certain weak- 
nesses inherent in all post-audits. This 
work is often referred to as the “‘contin- 
uous audit.” 

The National Committee on Govern- 
mental Accounting has defined the con- 
tinuous audit as follows: ‘An audit in 
which the detailed work is performed 
throughout the fiscal period, usually at the 
shortest intervals (weekly or monthly) at 
which subsidiary records are closed and 
made available for audit in controllable 
form. Such ‘continuous’ work leads up to 
the completion of the audit upon the 
closing of the accounting records at the end 
of the fiscal period.” 

Some of the advantages which may 
result from the continuous audit include 
the following: 


1. It makes possible the spreading of the work 
by the audit staff, thus avoiding the “rush” 
and “busy” periods during the year. 

2. The audit and the annual audit report may 
be completed earlier after the close of the 
fiscal year. 

3. The municipality is encouraged to keep all 
accounting work on a current basis. 

4, Errors are allocated to short periods and 
corrections made more easily. 

5. Fraud may be detected earlier, or prevented 
altogether. 

6. Changes recommended can be followed up 
and assistance given when needed. 

7. The municipality is kept currently informed 

as to financial condition and progress of 

operations, thereby increasing its efficiency 
and improving its control. 
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SCOPE OF THE AUDITOR’S COMMENT 


The practice regarding comments to be 
made and included in the audit report 
varies greatly among accountants. Some 
take a very narrow view of their responsi- 
bility on this point and confine their 
comment to a minimum number of items 
appearing in the financial statements and 
to certain auditing procedures followed. 

The National Committee on Govern- 
mental Accounting has taken a broader 
view on this question. Their position is 
defined to some extent by the following 
quotation: 

“The auditor should make specific com- 
ments and recommendations with regard 
to any non-conformity with procedure pre- 
scribed by statute or charter. It is the 
auditor’s duty to report as to whether the 
accounts are kept in accordance with the 
principles of municipal accounting as de- 
veloped by the National Committee on 
Governmental Accounting, and as to any 
defects in the accounting plan and finan- 
cial procedures that make it difficult to 
provide for an internal audit or for proper 
accounting and audit by independent 
auditors. The auditor should also report 
any failure of the accounting department 
to make financial reports required or 
needed for administrative purposes.’” 

Other accountants view their responsi- 
bilities even more broadly and their com- 
ment covers a wide range of affairs. They 
hold that the audit is not limited to simply 
a verification of certain facts and “end 
results” which appear in the financial 
reports, but include as well consideration 
of the broader policies of administration 
and operation. Since the financial state- 
ments in reality are produced by admin- 
istrative policies and decisions, it is 
contended that the audit report may well 
include comment on any and all matters 


* National Committee on Governmental Accounting: 
Municipal Accounting and Auditing, p. 188. 
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relating to the quality and character of the 
management in its administration of mu- 
nicipal affairs. 

Following this practice, the auditor may 
be expected to make comment on any or 
all of the points which may be considered 
as constituting an ‘“‘acceptable standard of 
financial management and control”’ for 
municipalities. These points may be sum- 
marized as follows: 


1. A sound organizational plan, based upon 
major functions and activities, should be 
established and maintained. 

2. An adequate system of internal control 
should be maintained. 

3. Generally accepted budgetary principles 
and procedures, appropriate for municipal 
operations, should be followed. 

4. A double entry system of accounting, ade- 
quate and complete, and providing for 
budgetary control, should be used. 

. Generally accepted accounting principles 
and practices should be followed and con- 
sistently applied from period to period. 

6. Accurate, reliable, and timely financial and 
statistical reports should be _ prepared 
periodically and made available to the 
public and management alike. 

7. All legal requirements as set forth in the 
general statutes, charter, city ordinances 
and elsewhere should be strictly observed. 

8. Financial practices should conform closely 
to accepted principles of public finance ap- 
plicable to municipal operations. 

9. Business practices should conform closely to 
accepted sound business principles, imply- 
ing a high degree of honesty and efficiency. 


wn 


This is indeed a wide range of items. 
But each point may be pertinent, and 
therefore an appropriate subject for ex- 
tended comment in the auditor’s report. 


THE INDEPENDENT AUDITOR’S 
CERTIFICATE 


An important part of the independent 
auditor’s report is his certificate of opinion. 
The exact wording of the certificate varies 
somewhat, but the standard form of the 
certificate used in municipal audits follows 
that used in general practice with certain 
necessary modifications. Since the general 


content is well known, it will not be re. 
peated here. 

The first paragraph sets forth the au- 
ditor’s scope of the audit. The second deals 
with the auditor’s opinion, which is the 
vital part of the certificate. The auditor 
does not guarantee that the statements 
are correct. He only expresses an opinion 
as to their “fairness.”’ This is the opinion, 
however, of an expert in municipal ac- 
counting and auditing who is independent 
of the administration and who is profes- 
sionally responsible for what he says. This 
opinion is based on adequate examination 
of the facts and is a report on the mu- 
nicipality’s use of generally accepted mu- 
nicipal accounting principles, consistently 
maintained. 

If the auditor for any reason cannot or 
does not follow some of the procedures in 
his examination that generally accepted 
auditing standards require, or that he 
considers necessary in the circumstances, 
he must say so in his certificate. Further- 
more, if the auditor finds that a material 
item is not presented in the financial 
statements in accordance with generally 
accepted principles, or that the principles 
have not been applied consistently, he 
must say so. If his exceptions are of such 
importance that they seriously impair the 
fairness of the statements as a whole, he 
should not give an opinion at all. 

Although important in all audits, the 
certificate is particularly significant in mu- 
nicipal audits. Competition and the profit 
motive tend to set, within certain limits, 
acceptable standards in commercial oper- 
ations. But in municipal affairs, these 
forces are largely absent. For these reasons, 
in reporting to the public on the integrity 
and efficiency of its municipal officials, the 
accountant should give the most careful 
consideration to an expression of his opin- 
ion. 

A question may be raised as to whether 
the brief statement of opinion as used in 
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the short form certificate is sufficiently 
broad to express what the public would 
like to know about the management of 
their municipal affairs. Although increas- 
ing the accountant’s responsibilities ma- 
terially, some accountants believe that an 
additional statement would be appropri- 
ate, and would give added significance to 
the auditor’s certificate. The opinion para- 
graph may then read somewhat as follows: 

“In our opinion, the accompanying bal- 
ance sheets and related statements of 
operation and surplus present fairly the 
position of the City of X at a given date, 
and the results of operations for the fiscal 
year, in conformity with generally ac- 
cepted municipal accounting principles 
applied on a basis consistent with that of 
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the preceding year. Generally acceptable 
standards of financial management and 
control for municipalities have been main- 
tained consistently throughout the year 
under review.” 

With our Federal, State and local gov- 
ernments spending about } of our national 
income for us, and with less than 3% of 
our certified public accountants engaged in 
governmental work, the accountancy pro- 
fession must assume a greater responsi- 
bility for the establishment and main- 
tenance of proper accounting and auditing 
standards in all branches of government. 
Certainly, a good place to start is with our 
own municipal government where we work 
and live and where we have the best 
opportunity to make it work. 


AMERICAN ACCOUNTING ASSOCIATION 
ANALYSIS OF MEMBERSHIP 


R. Carson Cox 
Secretary-Treasurer 


berships, and of subscriptions to 
THE ACCOUNTING REVIEW, may be 
of interest to members of the Association. 


Te: FOLLOWING tabulations of mem- 


Regular Members 


New Members processed August 31-Decem- 
5,469 


10 
Delinquents as of Dec. 31,1954. 105 123 


Membership as of Dec. 31, 1954.......... 5,346 
New Members processed January 1-April 


5,882 
8 
Membership—April 30, 1955............. 5,786* 


* Included in above are 51 Life Members. 


Associate Members 


Receipts Jan. 1 to March 31,1955..... $1,749.83 
1,505.50 
49.56 
1958: 817.50 
Subscriptions 
Receipts Jan. 1 to March 31,1955..... $2,368.95 
1954..... 1,486.45 
1953:..:5. 1,330.42 
1958; 1,140.46 
Comments 


The above statistics show the increased member- 
ship in the Association since our convention last 
September. Associate Memberships are up over last 
year, and it is hoped that this trend will be con- 
tinued. If we can interest our students in the Associa- 
tion, we are not only making a contribution to their 
welfare, but the future of the Association is assured. 
It is hoped that every teaching member will tell his 
classes about the AAA and THE ACCOUNTING 
REVIEW. 
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ASSOCIATE MEMBERSHIPS 


tion, the number of new Associate Memberships are reported by schools. These 


Fs THE INFORMATION of teaching members of the American Accounting Associa- 


include all applications processed by our Secretary’s Office during the period of 
August 13, 1954 through April 15, 1955. 


Ohio State University (61) 
Spring Hill College (51) 
University of Illinois (104) 


John Carrol University 
McGill University 


Burdett College 
Canaisius College 
City College (N. Y.) 


Boston University 

George Washington University 
La Salle Extension University 
Marshall College 
Northwestern University 


Baldwin-Wallace College 
Becker Junior College 
Brooklyn University 

Duke University 

Howard University 

Indiana University 

Kansas State Teachers College 
LaSalle College 

Louisiana State University 
Northeastern Louisiana State 
Northeastern University 


Abilene Christian College 

Akron University 

Alfred State Technology (N. Y.) 
Catawba College 

Catholic University of Puerto Rico 
Drake University 

Eastern Washington College 
Golden Gate College 

Heald Business College 
International Accountant’s Society 
Tona College 

Johns Hopkins University 

LaSalle Extension University 
LaSiona College 


Adelphi College 

Air Force 

Alabama Polytechnic Institute 
American University 
Amerswald 

Ashland College 

Augustana College 


Over 50 members 


University of Michigan (76) 
University of North Carolina (129) 
University of Pennsylvania (96) 


40-50 members 


Michigan State College 
New York State Agricultural and 
Technical Institute 


30-40 members 


Columbia University 
New York University 
University of California, Berkeley 


20-30 members 


Pace College 

Rutgers University 
University of Denver 
University of Florida 


10-20 members 


North Texas State College 
Oklahoma University 
Pennsylvania Military College 
San Francisco State College 
Southwestern Louisiana Institute 
Texas Christian University 
Texas Technological College 
University of Alabama 
University of Cincinnati 
University of Los Angeles 


5-10 members 


Long Island University 
Louisiana Polytechnic Institute 
Loyola University ~ 

Mexico City College 
Muhlenberg College 

Potomac State College 

Queen’s University 

St. John Fisher 

San Diego State College 
Southeastern Louisiana College 
Southern Illinois University 
Southern University 

Tennessee Polytechnic Institute 


Less than 5 members 


Baltimore College of Commerce 

Bellarmine College 

Bentley School of Accounting and 
Finance 

Boston College 

Bowling Green State University 

Bradley University 
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University of Texas (59) 
University of Washington (51) 
Wayne University (56) 


University of California, Los Angeles 
University of Colorado 


University of Tennessee 
Western Reserve University 


University of Massachusetts 
University of Minnesota 
Washington University (St. Louis) 


University of Miami 
University of Mississippi 
University of Missouri 
University of Puerto Rico 
University of Tulsa 
University of Utah 
University of Wisconsin 
University of Wyoming 
Wake Forest College 
Walton School of Commerce 


Texas A & M 

Texas Western College 
University of Baltimore 
University of Detroit 

University of Georgia 

University of Maryland 
University of North Dakota 
University of Portland 
University of Rochester 
University of Southern California 
University of West Virginia 
Washington State College 

West Texas State Teachers College 


Bucknell University 

Butler University 

Cades CPA Coaching School 
Carnegie Institute of Technology 
Carroll College 

Catholic University of America 
Centenary College of Louisiana 


Central 
Central 
Clarem 
College 
Dalhou 
Dennis 
De Pau 
Drexel 
East Cz 
Emmar 
Emory 
Evansv 
Farleig] 
Florida 
Florida 
Fresno 
Gannor 
Genera: 
Grinnel 
Harbor 
Hardin; 
Harper 
Hastings 
Hofstra 
Howarc 
ing 
Husson 
Idaho § 
Institut 
of Or 
Towa Si 
Kent S 
Lamar 
Los An 
Marque 
McCoy 
McMa:s 


Central Michigan College 
Central State College 
Claremont College 

College of Steubenville 
Dalhousie University 

Dennison University 

De Paul University 

Drexel Institute of Technology 
East Carolina Teachers College 
Emmanue! Missionary College 
Emory University 

Evansville College 

Farleigh Dickenson College 
Florida State University 
Florida Southern College 
Fresno State College 

Gannon College 

General Motors Institute 
Grinnell College 

Harbor Junior College 

Harding College 

Harper College 

Hastings College 

Hofstra College 


Howard Greene School of Account- 


ing 
Husson College 
Idaho State College 


Institute of Chartered Accountants 


of Ontario 
Iowa State College 
Kent State University 
Lamar State College of Technology 
Los Angeles State College 
Marquette University 
McCoy College 
McMaster University 


McNeese College 

Memphis College of Accounting 
Metropolitan Business College 
Miami University (Ohio) 
Mississippi State College 
Montana State University 
Newberry College 


North Illinois State Teachers College 


Norwich University 

Ohio University 

Oklahoma A & M College 
Oklahoma Baptist University 
Pan American 

Pennsylvania State University 
Providence College 

Reid CPA Coaching 
Roosevelt College 

St. Edwards University 

St. Joseph’s University 

Sal Ross State College 

San Bernardino Valley College 
San Jose State College 

Seton Hall University 

Siena College 

South Dakota State College 
Southeastern University 
Southern Methodist University 
Stanford 


Stephen F. Austin State Teachers 


College 


Stetson University 


Strayer College 


Success Business College 


Syracuse University 


TexasA &I 
Texas Lutheran College 
Texas Wesleyan College 
Tulane University 


Associate Memberships 


University of Alaska 
University of Arizona 
University of Buffalo 
University of Chicago 
University of Dayton 
University of the East (P.I.) 
University of Goettingen 
University of Hamburg (Germany) 
University of Houston 
University of Iowa 

University of Kansas 
University of Kansas City 
University of Louisville 
University of Nebraska 
University of Omaha 
University of Oregon 
University of Pittsburg 
University of Richmond 
University of San Francisco 
University of South Carolina 
University of Toledo 

University of Virginia 

U.S.A.F. Army Education Center 
U. S. Department of Agriculture 
Victoria College 

Villanova University 

Virginia Polytechnic Institute 
Washburn University 
Washington & Lee University 
Western Michigan College 
West Virginia State College 
William & Mary College 
Wichita University 

Wright Jr. College 

Wofford College 

Xavier University 

Y.M.C.A. Institute 
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DIRECT COSTING AND THE USES 
OF COST DATA* 


RAYMOND P. MARPLE 
Assistant Secretary, National Association of Cost 


Accountants 


two subjects—‘“direct costing” and 

“the uses of cost data’’—have been 
included in one talk. The combination is 
intentional and is based on the feeling that 
the appraisal of any costing method is 
possible only in the light of the use or uses 
to be made of the resulting cost data. 
Accordingly, I should like to comment first 
on the various purposes for which cost 
information is used, thus providing a 
background against which the direct cost- 
ing method can be considered. 

Cost accounting is utilitarian. Stated 
another way, cost accounting is not an end 
in itself, but a means to an end—which is 
why the uses to be made of cost data are so 
important. Just how good the cost ac- 
counting is, is determined, not by reference 
to a stated body of principles or to estab- 
lished concepts, but in terms of how well 
the accounting does in fact meet the needs 
which it is intended to serve. 


Pisses some of you may wonder why 


DIFFERENT COSTS FOR DIFFERENT 
PURPOSES 

Cost data are used for a variety of 
purposes. No one method will supply data 
which will serve all purposes equally well. 
This means that the cost accountant has 
the alternative either of selecting the 
method best suited to the use which is 
considered primary, and using the costs 
developed by this method for all other 
purposes, or of developing costs specifically 
for each intended use. More and more 

* This paper was presented at the annual meeting of 


The American Accounting Association, University of 
Tilinois, on September 8, 1954. 


companies are adopting the second alter- 
native, and instructing cost departments 
not to honor requests for cost data until 
the use to be made of the data is stated and 
the costs developed with the stated use in 
mind. 


USES OF COSTS CLASSIFIED 


Various efforts have been made to clas- 
sify the uses of cost data. Perhaps the 
most useful grouping is the one which 
describes cost uses in terms of three stages 
or steps by which cost accounting, as we 
know it today, has developed. I like to 
think of cost accounting as having de- 
veloped in three stratas or layers, each 
added at a different time on the foundation 
provided by the earlier layer or layers. I 
would like to label these in order of their 
development as (1) cost finding, (2) cost 
control, and (3) cost analyses and pro- 
jection. 

In its early development cost accounting 
was limited to cost finding, that is, the 
assignment of past costs to products. It 
developed as an adjunct to financial 
accounting because of the need of product 
costs for valuing inventories in financial 
reporting. Cost finding is an important 
part of the cost accountant’s job, particu- 
larly because it provides the foundation 
for cost control and cost projection activ- 
ities. 

The second layer was added when cost 
accountants began to use the physical 
standards which had been developed by 
Taylor and others in the scientific manage- 
ment movement to provide cost standards 
for use in the control of costs. At about the 
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same time, industry became interested in 
budgets, and these two tools—standards 
and budgets—were incorporated into in- 
dustrial accounting to add cost control to 
the earlier cost-finding function. With this 
development, cost accounting was no 
longer solely an adjunct of financial ac- 
counting. In his cost control activities, the 
cost accountant had acquired a function 
more closely related to operating manage- 
ment than to financial management. 

The field of cost accounting was further 
expanded with the development of cost 
analysis and projection. It is difficult, in 
retrospect, to determine when and in just 
what way the third layer was added. 
Naturally, from the early days of cost 
finding there was some analysis of histor- 
ical cost data for purpose of future guid- 
ance, but it is probable that present 
methods of cost analysis and projection 
developed as a natural result of the prac- 
tical “know-how” which industrial ac- 
countants acquired in connection with 
their work in the field of cost control. This 
work had provided an understanding of 
cost behavior, the ability to classify costs 
as fixed and variable, and experience in 
constructing break-even charts and mak- 
ing break-even analyses. With these tools, 
the cost accountant was able to analyze 
past costs, determine the factors influ- 
encing performance, and project the cost 
effects of future courses of action. It was 
out of this accumulation of accounting 
“know-how”’ that direct costing developed, 
not as a brilliant new idea, but as an 
evolutionary modification of accounting 
methods to better meet new needs and 
hew opportunities. 

To summarize, the cost accountant of 
today is developing cost data which is used 
for many purposes. In addition to re- 
porting on past costs for the various uses 
to which such costs are put, he compares 
current costs with standards and budgets 
for cost control purposes, and prepares 


analyses and projections of costs for the 
guidance of management in making de- 
cisions with respect to the future. Thus, 
the way in which past costs are collected 
and classified is no longer a matter limited 
by considerations of financial reporting, 
because these past costs become the 
building blocks for cost control and cost 
projection. 


HOW DIRECT COSTING DIFFERS FROM 
ABSORPTION COSTING 


With this background on the uses of 
cost data, let us compare direct costing 
with conventional or absorption costing 
methods to see how each contributes to the 
kinds of cost data needed by management 
for these purposes. 

Basically, direct costing differs from 
absorption costing in only one essential 
respect: the way in which costs are clas- 
sified and the order in which they are 
applied against income. Conventional or 
absorption costing methods recognize as 
primary the distinction between produc- 
tion costs and all other costs. In the 
conventional income statement, produc- 
tion costs—in the form of cost of goods 
sold—are deducted from net sales to arrive 
at a gross profit figure, from which other 
costs are deducted to arrive at net profit. 
Direct costing, on the other hand, recog- 
nizes as primary the distinction between 
variable costs and fixed costs. In the 
income statement developed under direct 
costing, all variable costs are deducted 
from net sales to arrive at a marginal 
income figure, from which the fixed costs 
are deducted to arrive at net profit. 

Unfortunately, this basic difference be- 
tween direct costing and absorption cost- 
ing has been obscured by those who have 
expanded the definition of direct costing to 
cover the way in which fixed production 
costs are assigned to time periods. Under 
absorption costing, it is customary to 
include in the cost of the product and 
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until the product is sold, to defer in 
inventory the fixed costs of production 
applied on a normal capacity or standard 
volume basis. In contrast, it is generally 
assumed that under direct costing the fixed 
costs of production are excluded from 
inventories and applied directly against 
the income of the period in which incurred. 
I refer to this as an assumption because the 
way in which you classify costs and the 
order in which you apply them against 
income does not need to determine the 
disposition of these costs. Since it is pos- 
sible with accounts kept and internal re- 
ports rendered on a direct cost basis to 
state inventories on either an absorption 
cost or a direct cost basis, I am inclined to 
limit the term “direct costing” to the way 
costs are classified and the order in which 
they are applied against income, and to 
consider the question of whether for in- 
come determination, fixed costs should be 
included in or eliminated from inventories 
as a separate and distinct question. 

So, to start with, let us consider direct 
costing as a method of costing which 
recognizes variability with volume as the 
primary basis for the classification and 
collection of costs, and under which all 
cost records, analyses, reports, and state- 
ments are so developed as to show sep- 
arately the fixed and variable costs in- 
volved. 


ABSORPTION COSTING DEVELOPED 
FOR COST FINDING 


Absorption costing was developed in the 
days when cost accounting was limited to 
cost finding. It was natural in this stage in 
the evolutionary development of cost 
accounting that the distinction between 
product costs and other costs should be 
recognized as primary, for production costs 
were those costs which applied to the 
product and could be deferred while the 
product was in inventory, and inventory 
valuation for profit measurement was the 


primary purpose of cost finding. It should 
be noted, however, that it was accounting 
convenience, rather than the relevance of 
the information to management which led 
to the conventional classification of costs. 

In view of this, why has absorption 
costing persisted through the years in the 
face of increased use of cost information by 
management for cost control and guid- 
ance? It seems to me that it has persisted 
because of three influences: 

First, the tendency which has already 
been mentioned to link together “direct 
costing,” that is, the way in which costs 
are classified and the order in which they 
are applied against income, and the basis 
on which inventories are stated for finan- 
cial reporting. 

The result in many cases is that the 
accounting-trained individual rejects di- 
rect costing because of financial accounting 
considerations without adequate appreci- 
ation of its value for internal management 
purposes. 

Second, the development by cost ac- 
countants of “‘off-the-books” method of 
supplying the types of information which 
management fails to get from absorption 
costing. These ‘‘off-the-books” methods in- 
clude the use of supplementary reports, 
special analyses, break-even charts, and 
other means. 

’ This has led some accountants to sug- 

gest that direct costing is not needed, 
because the information which direct 
costing provides can be supplied by other 
means. To me, this is like arguing that 
because we have an adding machine, 4 
calculating machine, and pen and ink in 
the office, we do not need a bookkeeping 
machine. 

Absorption costing is a single-purpose 
tool, designed to develop product costs for 


financial reporting. By the addition of 


attachments and gadgets in the form of 
supplementary reports, special analyses, 
and break-even charts, it has been adapted 
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to serving needs for which it was not de- 
signed, with the result that it is not 
efficient. What is needed is a multi-pur- 
pose tool designed to provide efficiently 
the kinds of information which manage- 
ment needs to meet present-day problems. 

Third, the failure of accountants and 
managers generally to appreciate fully the 
types of useful cost information which can 
be provided by the use of proper methods. 

The accompanying exhibits have been 
developed to illustrate the relative useful- 
ness for management purposes of income 
statements developed on an absorption 
costing and on a direct costing basis, and 
to illustrate how, for financial reporting 
purposes, inventories developed on a 
direct costing basis can be converted to an 
absorption cost basis by an end-of-the- 
statement adjustment for fixed costs appli- 
cable to inventories. 


INCOME STATEMENTS COMPARED 


Both income statements have been pre- 
pared from the same basic data (shown on 
Exhibit 1), and show, after adjustment, 
the same net operating profit. They differ 
only in the way in which the costs have 
been classified, and the order in which they 
have been applied against income. But this 
difference is most significant, since the 
application of the variable costs against 
net sales in the direct cost statement (Ex- 
hibit 3) provides a most useful figure 
called marginal income. When stated as a 
per cent of net sales, it is referred to as the 
marginal income ratio or the P/V (profit- 
volume) ratio. This ratio measures the 
rate at which each dollar of sales contrib- 
utes to fixed costs and profits. Dividing 
the fixed cost by the marginal income ratio 
gives the break-even point—the sales 
volume at which income and costs are in 
balance. Above the break-even point the 
marginal income ratio measures the rate 
at which profits accrue with volume, while 
below the break-even point, it measures 
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the rate at which losses build up. The 
separate reporting of fixed and variable 
costs provides the basic cost data needed 
in profit planning, in make or buy deci- 
sions, in pricing decisions, and in decisions 
relating to capital expenditures, whether 
for replacement, cost reduction, or ex- 
pansion, to name only a few of the types 
of decision in which costs and volume are 
factors. 

I do not mean to suggest that properly 
classified cost information is all that is 
needed to arrive at managerial decisions, 
or that a direct cost income statement such 
as Exhibit 3 is the best source from which 
to obtain the cost data. What I am sug- 
gesting is that cost data properly classified 
are necessary as a starting point in reach- 
ing decisions on any of the types and 
problems mentioned, and that direct cost- 
ing methods, which carry the distinction 
between fixed and variable costs through 
all accounts, product cost cards, reports, 
statements, and projections, recognize this 
management need. The need is not rec-| 
ognized by absorption costing, which is not 
directed toward management needs, but 
toward the accountant’s task of costing 
inventories and measuring profits. 

In the discussions of direct costing which 
have been going on, much consideration 
has been given to the separation of fixed 
and variable production costs, but little 
attention has been paid to selling or dis- 
tribution costs, which may also be fixed 
and variable; and the segregation and 
separate reporting of fixed and variable 
selling costs under direct costing can make 
a definite contribution to management 
planning and control. - 

Let’s assume we have a multi-product 
company, selling its products in several 
sales territories. We can assume that each 
sales territory will have a different sale 
mix, a different variable cost of selling, and 
its own fixed selling costs in addition to 
the fixed selling costs of the company as a 
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whole. Under these conditions, it is not 
difficult to appreciate how direct cost in- 
come statements by sales territories can 
provide vital information to management 
in the direction of its sales activities. Dif- 
fering marginal incomes by sales terri- 
tories, because of the mixture of products 
sold or the rate of variable selling costs, 
can be important information for sales 
management. Marginal income ratios re- 
lated to territorial sales volume and com- 
pared with the fixed cost of selling in each 
territory can be used to measure the con- 
tribution of each to over-all fixed costs and 
profits. But more important, this break- 
down of costs between fixed and variable 
for each sales territory can provide the 
sales manager with a factual basis for 
planning and projection. The relative 
profitableness of various courses of action, 
such as determining the products to be 
pushed, where to push them, and the 
methods to be used, can be judged in 
terms of the cost picture in each sales 
territory. As in the case of production, the 
separate reporting of fixed and variable 
costs gives management a much-needed 
tool for appraising performance and plan- 
ning for the future. 

Time will not permit further considera- 
tion of the value to management of cost 
data developed under direct costing meth- 
ods. But before leaving Exhibit 3, let me 
explain the final deduction on that state- 
ment. With consideration of this adjust- 
ment we move from the subject of direct 
costing to the question of whether or not 
direct cost is the proper basis for the state- 
ment of inventories. 


ADJUSTING THE FIXED COST 
IN INVENTORY 


The company whose statement is pre- 
sented uses direct costing in its internal 
accounting, but includes appropriate fixed 
cost in the inventory for financial report- 
ing. The beginning inventory for the 


period included fixed costs on an absorp- 
tion costing basis. Production has been 
charged and sales credited to the inventory 
during the period at variable cost. Accord- 
ingly the adjustment necessary to state the 
inventory on an absorption cost basis is 
determined by calculating the fixed cost 
applicable to the increase or decrease in 
the inventory during the period, that is, 
the difference between the sales and pro- 
duction volume. With sales of 95,000 
units and production of 90,000 units, the 
inventory has declined 5,000 units. With 
fixed production costs of $200,000 and a 
normal capacity of 100,000 units, this gives 
us an inventory adjustment of $2 per unit 
or $10,000 for the 5,000 units. This, then, 
is the amount of fixed costs which must 
be removed from inventory and charged 
to income to state the inventory on an ab- 
sorption cost basis. 

Where the books are kept on a direct 
costing basis and external reports rendered 
on an absorption costing basis, this ad- 
justment reconciles the two sets of state- 
ments. Each of us will have his own 
opinion as to which of the two profit 
figures most logically presents the profit 
for the period. For internal management 
purposes, there is much to be said in favor 
of the income figure based on direct cost- 
ing. Let me illustrate by using the figures 
in Exhibit 4. 


APPRAISING PERFORMANCE OF SEGMENTS 
OF THE BUSINESS 


In this day of multi-product companies, 
operating through subsidiaries and divi- 
sions, with multiple plants and decentral- 
ized management, the published reports 
usually relate to the parent company only. 
Income and related statements for sub- 
sidiaries, divisions, plants, and product 
lines are internal accounting reports used 
by top management of the parent com- 
pany to appraise the operating results of 
each such segment of the business. State- 
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ments which permit accurate appraisal 
of the performance of these decentralized 
units are of vital concern, not only to top 
management and the management of the 
unit, but to the stockholders of the parent 
company and the economy generally. 

To illustrate how reports prepared on an 
absorption cost basis can be misleading in 
appraising the operating results of a sub- 
sidiary, division, or plant, please refer to 
Exhibit 4. You will recall that in the fall of 
1953 there was some talk of a recession. 
The subsidiary company whose statements 
are presented here had experienced a 
decline in sales volume during the third 
quarter of 1953 to 75 per cent of normal 
sales, but had cut production accordingly, 
so that production and sales for the quarter 
were in balance. The reported results from 
operations under absorption costing were 
as shown in the first column. Fearing a 
further reduction in sales in the fourth 
quarter, and recognizing that inventories 
were too high for current sales volume, 
the manager of the subsidiary decided to 
reduce production still further—to 50 per 
cent of normal—for the fourth quarter. 
The decline in sales failed to materialize, 
but as a result of the cut-back of produc- 
tion the reported operating profit on an 
absorption costing basis fell to $75,000, or 
$125,000 less than reported for the pre- 
vious quarter, although sales volume had 
been the same in both quarters. If you 
were represented in the management of 
the parent company, how would you 
appraise the reported performance? Would 
you relate reported profit to sales volume 
and conclude that a poor job had been 
done, or would you look behind the figures, 
determine the reason for the decline in re- 
ported profits, conclude that the manager 
had been prudent in cutting inventories, 
and decide that the decline in profits was 
merely a result of accounting methods 
understood only by accountants? 

Because the anticipated drop in sales 
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had not materialized and prospects for the 
new year appeared better, the manager of 
of the subsidiary decided to increase pro- 
duction to normal volume for the first 
quarter of 1954, and thus build back the 
inventory. Again sales remained steady, 
but as a result of production in excess of 
sales, the inventory was built up and the 
reported profit increased to $325,000, or 
$250,000 more than in the last quarter of 
1953. Again, how would you appraise per- 
formance as revealed by the absorption 
costing statement? Subsequent events may 
reveal that the build up of inventories in 
the first quarter of 1954 was unjustified, 
but it did result in an appreciable increase 
in reported profit. Was this good or bad 
management on the part of the manager 
of the subsidiary? 

A word of caution is indicated at this 
point, lest you get the impression that the 
distortion of reported income under ab- 
sorption costing is entirely a result of pro- 
duction volume and can be measured by 
the volume variance. In the case presented 
here, it is and it can be, merely because 
sales remained the same for all three quar- 
ters. Similar distortions of income would 
occur if production and volume variance 
remained constant, but sales varied. It is 
the relation of sales to production volume,_ 
that is, the increase or decrease in inven- 
tories, which causes the distortion. 

For comparison, let us now refer to 
statements for the three quarters prepared 
on a direct costing basis. Since there was 
no change in fixed and variable costs over 
the period and sales were stable, the direct 
costing net operating profit is the same for 
each period. The statement does reveal 
the reason for the variation of reported 
profits under absorption costing. During 
the fourth quarter of 1953, inventories were 
decreased, more fixed cost was released 
through sales than was added through 
production, resulting in a charge against 
the period for the difference of $125,000. 
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The opposite result occurred in the first 
quarter of 1954 when the excess of produc- 
tion over sales resulted in deferring an 
additional $125,000 in inventories, re- 
lieving the periods operations accordingly. 

Perhaps it is just as well that the people 
in management do not fully understand 
absorption costing, or they might be influ- 
enced by its incentive features. Certainly 
there is something wrong with an account- 
ing method which assesses a penalty in the 
form of a reduction in reported profits for 
a prudent inventory reduction, and re- 
wards through an increase in reported 
profits an increase in inventories. 

Looking at the reported results solely 
from the viewpoint of internal reporting 
for management purposes, it is difficult for 
me to reach any other conclusion than 
that absorption costing is misleading, and 
that the elimination from the income state- 
ment of the effect on reported profits of 
increases and decreases in inventories gives 
a more accurate picture of the results of 
operations. Whether the effect of inven- 
tory increases and decreases on reported 
profit is entirely eliminated from the state- 
ment or is brought in as a final adjustment 
at the end of the statement as shown in the 
exhibits must depend on whether or not 


direct cost is accepted as a proper basis for _ 


stating inventories for external financial 
reporting. 


EXTERNAL FINANCIAL REPORTING 


In concluding, let me comment briefly 
on the use of direct costs for external 
financial reporting. In the illustrations and 
discussion so far, I have assumed that in- 
ventory costs developed on a direct costing 
basis would be converted to an absorption 
cost basis for financial reporting. This 
approach was adopted because direct cost- 
ing is not now recognized as a generally 
accepted accounting practice for financial 
reporting and tax purposes. 

Whether it should be so recognized has 
been debated widely. If recognized it will 
come, not as a result of the persuasive 
arguments of the proponents of these 
debates, but because direct costing has 
gained acceptance for internal accounting 
purposes, and favorable experience with it 
has convinced accountants and business 
men that it provides more useful and 
meaningful results than absorption cost- 
ing. Until that experience is gained, de- 
bates on the inclusion or exclusion of fixed 
costs for inventories for financial reporting 
are bound to be fruitless. The vital ques- 
tion today is whether direct costing pro- 
vides better cost data for the purposes for 
which costs are used. I think it does and 
that it represents the next forward step 
in the evolutionary development of cost- 
ing. Given time, it will become the con- 
ventional method of cost accounting. 
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Fixed Cost for Period 
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Income STATEMENT—ABSORPTION COSTING 
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Amount 
Less: Variances 
50,000 
Income CosTING 
Amount 
- Less: Fixed Costs 
- Total Fixed Costs... $350 ,000 
Less: Reduction of Fixed Costs in Inventory...................0-20005 10,000 


Absorption Cost Operating Profit....... 
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EXHIBIT 2 
Per Cent of 
Net Sales 
100 
70 
30 
47 
2.11 
2.58 
27.42 
12.90 
5.26 
2.63 
20.79 
6.63 
EXHIBIT 3 
Per Cent of 
Net Sales 
100 
50 
50 
5 
45 
47 
44.53 
21.05 
7.89 
5.29 
2.64 
36.85 
7.68 
1.05 
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6.63 

) 
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EXHIBIT 4 
QUARTERLY INCOME STATEMENT—X SUBSIDIARY 
Under Absorption Costing 
Third Fourth First 
Quarter Quarier Quarter 
1953 1953 1954 
Sales... .... $2,000,000 $2,000,000 $2,000,000 
300 ,000 300,000 300,000 
Under Direct Costing 
Less: Reduction of Fixed Costs in Inventory............... : 125,000 
Plus: Increase of Fixed Costs in Inventory.................... 125 ,000 
Absorption Cost Operating Profit.....................008.. $ 200,000 $ 75,000 $ 325,000 
Supplementary Information 
Production in Relation to Normal........................ 75% 50% 100% 
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DIRECT COSTING—SHOULD IT BE A 


CONTROVERSIAL ISSUE? 


R. LEE BRUMMET 
Assistant Professor, Cornell University 


T IS DIFFICULT to find a single subject 
| that can compare during the past few 

years with “direct costing’? when it 
comes to popularity for article-writing, 
speech giving, debates, and friendly dis- 
cussions among people interested in ac- 
counting. One is often inclined to think 
that most everything that can be said 
for or against ‘direct costing” has al- 
ready been said and that surely the en- 
thusiasm, both pro and con, is soon to 
give way to newer and perhaps more con- 
structive subject matter for accountants’ 
considerations. Yet there seems still to be 
considerable uncertainty as to just what 
the term means and what it implies for 
accounting purposes. Many of the ad- 
vantages which are hailed as outgrowths of 
“direct costing” procedures have been in 
use for many years by all informed man- 
agements and many of the disadvantages 
proclaimed by those who find fault with 
the procedure are aimed at relatively un- 
important implications and not at the 
heart of the matter. 

At least some of the uncertainty sur- 
rounding considerations of ‘‘direct cost- 
ing” is the result of inappropriate termi- 
nology. “Direct costing’ does not mean 
direct costing. The literal meaning of the 
term “direct costing” is only remotely 
related to the accounting concept which it 
is intended to convey. I believe that to 
most accountants the term “costing” 
implies generally the assignment of dollars 
of cost to units of product. Attaching the 
adjective “direct”? would appear then to 
imply the assignment to products of those 
costs which may be directly rather than 
indirectly associated with units of prod- 
uct. Perhaps a case could be made for 
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just such a procedure, but this is not the 
procedure which has been proposed under 
the title of “direct costing.” 

The essence of the accounting procedure 
or technique known as “direct costing” is 
found in the association of fixed or time 
costs of production with time periods 
rather than with units of product. In other 
words, those who advocate “direct cost- 
ing” insist that manufacturing costs 
should be segregated as between those 
which do and those which do not fluctuate 
sympathetically with changes in produc- 
tion levels. Those which are a function of 
the production level are assigned to prod- 
ucts and allowed to affect work in process 
and finished good inventories and cost of 
sales, while those which are fixed or do not 
change when volume changes are con- 
sidered to be period costs and matched 
against sales of the period in which they 
are incurred and recorded in the com- 
pany’s records. Terms such as “variable 
costing,”’ “‘differential costing,” or even 
‘marginal costing” come much closer to 
describing the concept than does the term 
“direct costing.” A more appropriate term 
such as one of these might well have served 
to keep us more on the right track in at- 
tempts to appraise the procedure, but 
perhaps “direct costing’ has a more 
commercial appeal—an attribute con- 
sidered so indispensable these days. In any 
event different terminology would not 
have brought about complete agreement 
with reference to the merits or demerits 
of the method. 

There are of course many possible 
implications and side line issues which 
must always enter into discussions of 
alternative accounting methods. How- 
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ever, if a rational appraisal of “direct cost- 
ing” as a technique is to be made, the side 
line issues must be recognized as such and 
kept in the background. The basic problem 
of appraisal of “direct costing” may be 
classified into two areas of investigation. 
First, does “direct costing” provide in- 
formation of value to business manage- 
ment and second, does “direct costing” 
provide a basis for accurate income meas- 
urement and for reasonable inventory 
valuation? 

I believe that “direct costing” can pro- 
vide information to business management 
which is of prime importance in the formu- 
Jation of business decisions which will af- 
fect future operations. I believe, on the 
other hand, that if “direct costing” is 
allowed to contaminate the calculation of 
net income from past operations and the 
valuation of inventories for published 
statement purposes, it would be a serious 
step in the wrong direction. 


THE VALUE OF THE “DIRECT COSTING”’ 
CONCEPT IN BUSINESS MANAGEMENT 


Businessmen are continually becoming 
more aware of the forward-looking aspect 
of their activities. Almost all of the deci- 
sions which they are called upon to make 
must be considered in light of their effects 
upon future operations. Accounting re- 
ports which show the results of past opera- 
tions are of considerable interest to the 
various levels of management personnel, 
but they are useful and serve a rational 
purpose primarily to the extent that they 
provide an insight into things to come. 

The “direct costing” technique requires 
at the outset a study of cost tendencies and 
a segregation of fixed and variable items. 
This study can in itself be of invaluable 
aid in bringing about a cost consciousness 
at all levels of responsibility and in en- 
couraging an appreciation of the compli- 
cated problems of planning and controlling 
costs. It can, and I feel, will often lead to 


the use of controllable or variable over- 
head budgets. The segregation of variable 
and fixed items of cost will, in providing a 
framework for the accumulation of his- 
torical costs, also provide a basis for cost 
projections, for the study of effects of con- 
templated changes in production levels 
based on changing economic conditions, or 
certain overt actions of managment, such 
as selling price changes, inventory build 
up or diminution, plant expansion or con- 
traction, or special promotional activities. 
It will encourage a consciousness of aggre- 
gates which are significant to almost the 
entire gamut of decisions that must be 
made. All of these accomplishments should 
pay dividends in cost savings and intelli- 
gent planning of business activities. 

Few, if any,accountants have objected to 
the segregation of costs in terms of these 
fixed and variable tendencies. Many, how- 
ever, in their zeal for argument and criti- 
cism have pointed out that such a segrega- 
tion and recognition of cost tendencies is 
nothing new either to business manage- 
ment or accountants. They have also given 
verbal recognition to the problems of 
handling costs which have irregular and 
non-proportional tendencies for change 
relative to changes of production volume. 
Criticisms such as these seem to me to be 
somewhat irrelevant to the focal point of 
the argument. To say that a commendable 
accounting practice is not new is in no way 
a condemnation. If the enthusiasm for the 
“direct costing” concept increases efforts 
to reclassify accounts and thereby causes 
management to be more conscious of and 
better informed as to cost-volume relation- 
ships, appropriate credit for the concept 
should be recognized, whether it’s new or 
not. To recognize perplexing problems 
posed and even some degree of arbitari- 
ness required in implementing a segrega- 
tion of fixed and variable costs is not 
necessarily a condemnation of such an 
attempt. I do not believe that the prob- 
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lems are insurmountable nor that the 
degree of arbitrariness is so great as to 
negate the significance of results produced. 
Those who make interpretations of his- 
torical costs and projections of future costs 
in the formulation of business decisions 
must be aware of weaknesses and in- 
accuracies of data used, but they should 
not be so narrow as to insist on throwing 
out all information other than objectively 
determined facts. 

Having suggested the segregation of 
fixed and variable costs, the advocates of 
“direct costing” insist that the fixed items 
are period costs and only the variable 
items are product costs. They propose that 
if this is recognized in the accounts and on 
statements, that management will be given 
more useful information. It will facilitate 
profit planning, break-even analysis, budg- 
eting, and pricing. 

In this area it seems to me that we 
should recognize that a single concept of 
product cost is not suitable for all pur- 
poses. Accountants should be willing to 
admit to more than one concept of product 
cost without endangering the stature of the 
profession. The objective should be to 
determine the concept most suitable in 
view of the purpose for which it is to be 
used. Contrary to some critics of “direct 
costing”’ I believe that most management 
personnel is capable of understanding the 
significance of multiple cost concepts. I am 
inclined to agree with the proponents of 
“direct costing” that segregation of fixed 
and variable costs does aid in the determi- 
nation of profit-volume relationships, that 
a statement of income using the “direct 
costing” method makes break-even points 
more obvious, and that product costs 
which include only variable costs have a 
place in the determination of short run 
selling prices in some cases. I do not, how- 
ever, agree that such product costs are the 
only product costs ef which management 
personnel should be informed. Full prod- 
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uct costs or product costs which include 
at least the effective’ portion of fixed costs 
are also useful. They are most certainly 
important in determining long-run pricing 
policy and in determining alternative uses 
of labor and machines. Overhead rates for 
fixed charges—a concomitant feature of 
full product costs—are useful in segregat- 
ing activity variances which I believe 
can and are being understood and used by 
informed management personnel. 

There are of course different varieties of 
so-called full product costs depending upon 
types of overhead rates used. Industrial 
accountants should feel free to use concepts 
and techniques which fit management’s 
needs. They should not be limited to one 
concept or feel forced to take a position in 
favor of “direct costing” or “absorption 
costing ”’ to the exclusion of the other. 


THE VALUE OF THE “‘DIRECT COSTING” 
CONCEPT FOR INCOME MEASUREMENT 
AND INVENTORY VALUATION 


The most aggressive advocates of “direct 
costing” insist that the procedure which 
they propose can and should be allowed to 
reflect itself in published financial state- 
ments. 
is highly untenable. There are admittedly 
potential slight advantages to the method 
from both income and property tax view- 
points, but when it comes to an honest 
attempt for a clear reflection of income and 
at the same time a presentation of mean- 
ingful inventory valuations it is difficult if 
not impossible to defend the ‘‘direct cost- 
ing” concept. 

Income determination is basically a 
problem of offsetting or matching recog- 
nized expenses and recognized revenue 


1 The effective portion of fixed costs is that portion 
which is instrumental in the production of Paty It is 
the portion assigned to = ucts by use of practical 
capacity overhead rates. Such rates are deemed by the 
author to be preferable to expected or actual volume 
rates which apply all factory overhead costs to products. 
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for a given time period. The timing of the 
recognition of revenues and expenses is 
the essence of the problem. The time of the 
sales transaction is in most cases con- 
sidered to be the appropriate time for 
recognizing revenue. This principle having 
been established, at least a part of the 
problem of expense recognition has also 
been solved. Expenses should be rec- 
ognized at the time that their results are 
realized in the form of sales transactions. 
The practical attempt to apply this idea 
is the foundation for the accountant’s 
concern with accruals and deferrals and 
the determination of inventoriable costs 

It has become general practice to ex- 
clude top level executives’ salaries from 
production costs and therefore from prod- 
uct inventories, even though a portion 
of the executives’ time is spent in the con- 
sideration of production problems. Other 
practical concessions have been made as 
admitted deviations from an exact applica- 
tion of this objective. It is now suggested 
that costs which do not change sympathet- 
ically with volume of production should 
be matched against revenues in the period 
in which they are. incurred, rather than in 
the period in which the products which 
they produce are sold. It seems to me 
that such a proposal can be defended only 
as an expedient, although it is contrary 
to accurate income measurement. For one 
to insist that the cost of labor to operate 
a machine is more a cost of the product 
being made than the cost of the machine 
itself is not reasonable. We should rec- 
ognize the relative limitations on manage- 
ment’s ability to act to control the two 
types of costs, but this does not alter the 
fact that the product is the result of the 
combination of the skill of the workman 
and the capabilites of the machine. Under 
ordinary circumstances accountants do not 
think of excluding from inventory a part 
of the purchase price of materials pur- 
chased from outsiders. The total cost is 


held inviolate until a sale is made. Why 
then should we refuse to recognize a cer- 
tain part of the cost of goods manufac- 
tured just because this part does not 
change with production? 

It is often pointed out that under con- 
ventional ‘‘absorption costing”’ procedures 
net income may fluctuate contrary to sales 
volume because of changes in production 
levels and the amount of fixed costs capi- 
talized in inventories. Such fluctuations 
are held to be confusing rather than help- 
ful to management. It seems to me that we 
must admit that an industrial firm pros- 
pers or fails as a result of both production 
and sales. If more fixed costs are effective 
in producing goods in one period than an- 
other, more of such costs should be as- 
signed to products and allowed to remain 
in inventory valuations if sales volume 
fails to keep pace. This does not forestall 
appropriate write-offs of obsolete and un- 
salable stock or even reductions of in- 
ventory valuations to the “lower of cost or 
market.” It is of course inconceivable that 
any management would be so naively 
ignorant as to be influenced to produce 
quantities of product far in excess of 
estimates of sales potential only in order 
to “recoup” more fixed costs and thereby 
make a better profit showing. It is accord- 
ingly difficult for me to believe that most 
business men cannot understand that a 
greater utilization of plant potential or the 
making effective of a greater portion of 
fixed costs is an appropriate factor to 
recognize in the determination of net in- 
come without regard to periodic sales 
volume. 

Some “direct costing” advocates have 
admitted weakness of the procedure in the 
area of inventory valuation for published 
statement purposes and suggested that 
adjustments may be made readily to re- 
flect in inventories an appropriate portion 
of fixed costs. Some others have resorted 
to the rather negative sort of argument 
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that inventory valuations have degener- 
ated to a point where they have little 
significance anyway and that there is there- 
fore little cause for reluctance to allow 
further degeneration. If one considers the 
varied effects of changing price levels, and 
the use of procedures such as “‘cost or mar- 
ket,” “last-in, first-out,” and base-stocks, 
one can hardly refute the premise upon 
which this contention is based. However, 
any serious discussion of the direct “‘cost- 
ing” method and its effects on inventory 
valuations should not be allowed to resort 
to such defective logic as an argument in 
its favor. The fact is that “direct costing” 
as opposed to any “absorption costing” 
method decreases the valuations of in- 
ventories and by so doing adds to the mis- 
representation of valuations that are now 
being shown on financial statements in 
accordance with generally accepted ac- 
counting principles. 

Many, if not most, of the arguments 
about the pros and cons of ‘“‘direct costing” 
can be reconciled, it seems to me, if ac- 
countants realize and admit the existence 
of cost analysis outside of formal ledger 
accounts as an ordinary and essential ac- 
tivity in which they should be engaged and 
that different accounting procedures are 
appropriate and essential for the differ- 
ing need of individuals for whom account- 
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ing information is prepared and arrayed. 
Tbe question of whether overhead rates 
used in ledger accounts should or should 
not include an element of fixed costs is of 
little moment in itself. The important ob- 
jective is the accumulation of sufficient 
cost information either in or outside of the 
formal accounts and its use in developing 
cost analyses that have an important bear- 
ing on decisions to be made by manage- 
ment and other analyses deemed to be 
appropriate for published statements and 
tax returns. 

The jobs and naturally the attitudes of 
cost accountants and public accountants 
are different. Each should search out and 
utilize cost information which is appro- 
priate for his needs. The cost accountant 
may be impressed with the usefulness of 
“direct costing” as a concept for interna] 
reporting, yet recognize full well its need 
for supplementation and its serious weak- 
ness for financial statement presentation. 
The public accountant may insist that 
“direct costing” has little if any place in 
his work and yet realize its logic when 
applied to certain managerial decisions. 
Perhaps there is much less to argue about 
than one would gather from the avalanche 
of controversial literature on the subject of 
“direct costing” to which we have been 
and are still being exposed. 
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MANAGEMENT THINKING CONCERN. 
ING CORPORATE ANNUAL REPORTS 


Rosert D. Hay 
Assistant Professor, University of Arkansas 


N ACT OF COMMUNICATION may be 
A separated into five steps: 

1. Who says, 

2. What, 

3. In what channel, 

4. To whom, 

5. With what effect? 
The scientific study of any communication 
process tends to emphasize one or another 
of these five analyses. This article deals 
with the concepts, philosophy, and 
thoughts guiding the “who”’ or communi- 
cator of the annual report—top manage- 
ment.! 

The purpose of this survey is to acquaint 
interested readers with top management 
“thinking” concerning annual reports of 
corporations.” By so doing, a better under- 
standing of management’s problems will 
be developed by those people to whom top 
managements communicate. Such an un- 


employees, governmental agencies, and 
the general public. These are the people 
who use the annual report. 


SOURCES OF INFORMATION ON MANAGE- 
MENT’S OPINIONS 


A questionnaire was sent to a selected 
random sample of companies to obtain top 
management “thinking” on their annual 
reports.* These businesses included manu- 
facturers, retailers, wholesalers, service 
enterprises, and public utilities. 

All told, 300 questionnaires were sent 
out. Out of this number, 212 or 71 per 
per cent were eventually returned. Out of 
212 replies, 205 were used in this study 
since 7 were received after the cut-off date. 

The following information shows the 
total number of shareholders and shares of 
outstanding stock of the companies which 
cooperated in the survey. 


Total of Total in United Survey % 
Companies States According of Brookings 
Surveyed to Brookings* Total 
Number of shareholders. ................ 5,078,755 25, 158,000 20.10% 
Number of shares outstanding. .......... 739,476,895 3,694, 581,000 20.01% 


derstanding should provide more effective 
communication in annual reports. Better 
communication by those responsible (con- 
troller, financial vice-presidents, and presi- 
dents) will help to solve some of the prob- 
lems confronting our economy by supply- 
ing information to stockholders, creditors, 

! This study was made possible through the coopera- 
tion and encouragement of Professor Hermann C. 
Miller and George W. Eckelberry of Ohio State Uni- 
versity. 

2 One of the first attempts to provide interested 
readers with managerial views of annual reports is in 


Thomas H. Sander’s book, Company Annual Reports, 
published by Harvard University in 1949, 


This information shows that the survey 
covered 20 per cent of the total of shares 
outstanding and 20 per cent of the share- 
holdings in the United States as estimated 
by the Brookings Institution. 

The data collected do not purport to be 
a scientific representation of every busi- 
ness. Only large businesses were contacted 
—those which issue annual reports. How- 


* The classification of business, developed by Paul 
L. Noble, was used as a basis for the sample. 

*See page 70 of “Share Ownership in the United 
States,” Brookings Institution, 1952. 
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ever, a representative sample of various 
types of businesses was obtained. Opinions 
and facts were collected with no attempts 
to distinguish between them. Despite 
these limitations, the purpose of the sur- 
vey, it is felt, has been accomplished—to 
survey top management thinking concern- 
ing their annual reports. 


ANALYSIS OF THE COMMUNICATOR— 
MANAGEMENT 


Traditionally the president relays his 
message to the readers of the annual report 
through his ‘‘President’s letter.” But what 
problems does he have concerning his re- 
port? It is obvious that problems in annual 
reporting do exist. The basic ones are two- 
fold—what to include and how to do it. 

Following in italics are some of the 
questions. 

Do you think that the president of your 
company or the person who writes the annual 
report should interpret the information in the 


report for the benefit of the reader? 
Number 
replying % 


Presenting information is not enough. 
The information has to be interpreted and 
the logical person to do so is the communi- 
cator. The more the information is inter- 
preted to the audience by the communica- 
tor or person familar with the information, 
the more effective will be the communica- 
tion process. If such a principle is violated, 
the reader is left on his own to interpret 
the information with which he is not fa- 
miliar. Such a situation breeds misinter- 
pretation and resulting lack of knowledge, 
which is not conducive to effective com- 
munication. 

Do you think that certain information in 
your annual report might be classified as 
secret and be helpful to your competition? 


Number % 
replying 


Competitors get information, once con- 
sidered secret, by various means. Since 
much of the same information is reported 
to the Securities Exchange Commission, 
the secret information argument is a 
threadbare excuse for not reporting full 
information in the annual report. 

Which of the following do you believe 
should be the objective(s) of your annual re- 
port? 


No. o 7 of 
replies* those 
replying 
a. To furnish a report of the business 
activities to stockholders, em- 
ployees, creditors, government, 
and general public............. 154 75.1% 
b. To furnish a report of the business 
activities to stockholders only... 55 26.8 
c. To enhance public understanding 
of the economic facts of life. .... 41 20.0 


* Multiple answers included. 


It is evident that many publicly-owned 
companies realize that a report only to 
stockholders no longer serves the com- 
pany’s interests. Consequently, the ob- 
jectives have been changed to include 
other groups who have an interest in the 
company’s financial affairs. Relatively few 
companies believe that an objective is to 
enhance public understanding of econom- 
ics—and yet by what better channel could 
this be done than by an annual report? 

Many companies indicate that the 
annual report should be a narrative of 
business activities to a varied audience; 
and a study of corporate reports will indi- 
cate that more and more of them are ad- 
dressed to groups other than stockholders. 
If such be the case, then the annual report 
is becoming a social document. 

Do you think that your annual report 
should present only information required by 
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the strict letter of the law or do you think that 
your annual report should present more in- 
formation than required by the law or by 
corporation by-laws? 


Number of 
0 


replies 
Present more information than re- 
quired by law........... 93.2% 
Present only information required by 
8 3.9 
100.0% 


Obviously there prevails the point of view 
of full disclosure of business activities. 
Completeness in reporting is an accepted 
fact, and yet compare this philosophy with 
that prevailing 20 or 30 years ago. Since 
this new philosophy does prevail, it is evi- 
dent that more and more information will 
be reported. 

Most state corporation codes require 
that corporations present “financial state- 
ments” to the stockholders. Nothing is 
mentioned as to what should be included 
or how much information should be pre- 
sented. Therefore progressive companies 
will include more than that “required” 
either in corporate codes or in ‘corpora- 
tion by-laws, if the by-laws mention 
annual reports. 

Who is responsible for preparing your 
annual report? 


No. of 
replies én 
Combination of executives: 
Two executives... .. 39 
Three executives. 35 
Four executives. . 17 


No. of 
replies* 7 
YES 

Stockholders......... 205 100.0 
Employees..... 151 73.7 
General Public. 139 67.8 
Creditors... . 115 56.0 
Government. . 80 39.0 
Other.... 42 20.5 


* Multiple answers included. 


48 
11 
150 73.2% 
Treasurer, alone........... 25 
Controller, alone............ 9 4.4 
President, alone........... 7 3.4 
Public relations, alone.......... 6 2.9 
Secretary, alone......... ns 5 2.4 


The responsibility for annual reports is a 
joint top management activity. These men 
have to coordinate their efforts. However, 
the varied answers indicate that in prac- 
tically every instance a treasurer or con- 
troller is a member of the group who has 
the responsibility. Actual preparation of 
the report may be delegated, but the 
responsibility is with top management 
which is reporting to the various groups— 
stockholders, employees, creditors, and 
general public. 


AUDIENCE OF THE ANNUAL REPORT 


It is clear from the replies to this survey 
that the audience of the annual report is 
wider than stockholders. It is realized that 
stockholders are the primary audience, but 
that the report should be prepared for 
other interested audiences as well. There- 
fore, the following two questions represent 
an attempt to measure for whom the re- 
port should be prepared and for whom it 
actually is prepared. 

Do you think that an annual report should 
be prepared with the following ‘‘audiences” 
in mind? 


No. of No. of 
replies* % replies* % 
NO PERHAPS 
0 0.0% 0 0.0% 
10 4.8 15 Ye 
13 6.4 17 8.3 
24 14.7 20 9.7 
37 18.0 17 8.3 
9 4.4 4 1.9 
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For what ‘‘audience”’ do you actually prepare your annual report? 


No. of 
replies* % 
YES 

Stockholders....... 205 100.0% 
Public. ............2. 120 58.5 
Gavernment.............. 56 


* Multiple answers included. 


Have you ever made a survey of your stock- 
holders to determine what they would like to 
have presented and how it should be presented 
to them in your annual reports? 


No. of or 
replies 
Thinking about it........... 9 4.4 


Do you think that you should prepare two 
annual reports—one popularized report for 
the general reader and another statistical and 
fmancial report for specialists? 


No. of , 
replies %o 


Obviously the answer to this question 
indicates an intention to provide one report 
to cover both audiences. A frequent com- 
ment on the questionnaire was that two 
reports would be costly. Another was that 
the company preferred to supply such in- 
formation directly to the specialist upon 
request. 

To whom do you send your annual re- 
ports? 


No. of % of those 


replies* replying 
Stockholders... 203 99.0% 
General Public. 194 94.6 
Government. . 147 71.7 
Creditors... . 144 70.2 
Employees. . 117 57.0 


* Multiple answers. 
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No. of No. of 
replies* replies* 
NO PERHAPS 

0 0.0% 0 0.0% 

12 5.8 9 4.4 

16 7.8 9 4.4 

26 12.7 8 3.9 

35 17.0 4 1.9 

9 4.4 3 1.5 


A breakdown of each of these groups is as 


follows: 
No.of %of those 


replies replying 
Labor unions, local............ 29 14.1 
Labor unions, national......... 17 8.3 
Banks and bankers............ 128 62.4 
35 17.0 
35 17.0 
43 21.0 
194 94.6 
Financial publications.......... 162 79.0 
Investment services............ 154 75.1 
149 72.7 
Investment houses............. 117 57.0 
Educational institutions........ 98 47.8 
Trade organizations............ 68 33.1 
Credit organizations........... 58 28.3 
Potential stockholders.......... 39 19.0 
Farm organizations............ 21 10.2 


The number of replies tabulated are only 
those which were actually checked on the 
questionnaires. Many replies indicated 
that any of the groups would be sent a 
copy if it were requested. All of the groups 
serve as potential persons or groups to 
whom the annual report might be sent. 

Do you think that communicating with 
stockholders gives your company the follow- 
ing: 


% % 
Yes* Neo 
Stockholder support of yeur com- 

Better public relations?.......... 86.8 1:9 
Stockholder support of your manage- 


* Multiple answers included. 
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Stockholder support of your product? 63.4 10.3 
Stockholder support of the free enter- 

Stockholder support of the price of 


The advantages of communicating with 
stockholders are obvious. But compare 
them with the next question. 

Do you think that communicating with 
your employees gives your company the 
following: 

% % 
Fos" No 


75.1% 1.5% 
Employee caapett of yourcompany. 69.3 2.4 
Avoidance of misconceptions and 
misunderstanding of thecompany. 64.4 3.9 
Better cooperation among stock- 
holders, management, and em- 


Employee support of private enter- 

Employee support of company prod- 


Reputation for giving to employees 
information which they can get no 
49.3 8.3 


* Multiple answers included. 


Evidently top management does not 
have the same enthusiasm in communicat- 
ing with employees as it does in communi- 
cating with stockholders. Of course, all the 
stated objectives are intangible and hard 
to measure, but they all are worthwhile 
objectives of communication. 


MEDIUM IN ANNUAL REPORTS 
Since the physical report itself serves as 
the medium, the following questions are 
concerned with some controversial points 
of the annual report. 
How often do you actually report directly 
to your stockholders? 


No. of % 
replies 
60.5% 
Semi-annually............ 25 12.2 
100.0% 


Many financial specialists would like 
monthly reports, but top management is 
not fully convinced. 

How often do you think you should report 
directly to your stockholders? 


No. of 


replies % 
62.4% 
Semi-annually............ 26 12.7 
205 100.0% 


By what media do you communicate with 
your stockholders? 
No. of %G of those 


replies* replying 
Annual stockholder meetings. .... . 170 83.0 
Replies of stockholder letters... .. 168 82.0 
Dividend enclosures............. 127 62.0 
Guarterly 119 58.0 
Welcome letters to stockholders... 102 49.8 
Reports on stockholder meetings.. 65 31.7 
Contacts by proxies.............. 40 19.5 
Officers’ speech reprints.......... 35 17.0 
Stockholders’ newsletters......... 19 9.3 
Regret letters to departing stock- 
Plant visitations. . 9.3 
Questionnaire to stockholders..... 12 5.8 
Letters to stockholders who in- 
crease their holdings........... 7 3.4 
Regional meetings............... 7 3.4 
Films on annual reports.......... 4 iy 


* Multiple answers included. 


Other media not included in the answers 
are semi-annual and monthly reports. 

How much did it cost you to prepare your 
latest annual report? The figures presented 
below do not include many indirect costs 
and are largely estimates. Some com- 
panies prepare their own reports; some 
have outside agencies prepare them. How- 
ever, the figures are presented only for 
information purposes in summary form. 

ANNUAL REPORT Cost PER REPORT PRINTED* 


No. of 
Unit costs companies 


Total companies reporting required in- 


* Determined by dividing the total cost by number of 
reports printed. 
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AnnvaL Report Cost PER SHAREHOLDER* 


Unit costs 
5 
9 


Total companies reporting required in- 
108 


* Determined by dividing total costs by number of 
shareholders. 


CONTENTS OF ANNUAL REPORTS 


The following questions are those con- 
cerned with the contents of annual re- 
ports. 

Which of the following topics do you think 
your annual report shouid cover? 


No. of %of those 
replies* replying 


Financial statements..-.......... 203 99.0% 
196 95.6 
Highlights of the year............ 194 94.6 
Progress made during year........ 183 89.3 
Directory of officers.............. 180 87.3 
Employee relations.............. 148 72.2 
143 69.8 
Unfavorable news............... 138 67.3 
Company policies and principles... 95 46.3 
94 45.9 
Consumer relations.............. 80 39.0 
Company’s philosophy........... 72 35.1 
"ea 61 29.8 
Government relations............ 58 28.3 
Annual report policy............. 27 13.2 


* Included multiple answers. 


The typical comment of those respond- 
ing was that most all the topics are im- 
portant. 

Do you think that your annual report 
Should contain “‘a special message” dealing 
with basic economic problems facing the 
nation? 
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% 
74.6% 
23.5 

1.9 


100.0% 


Many qualified answers indicated that 
the report might contain a special message 
concerning those economic problems fac- 
ing the company or even facing the in- 
dustry. But the majority felt that the 
annual report is not the place for discus- 
sion of the nation’s economic problems. 

Do you think that there should be included 
a statement of your annual report policy in 


your report? 


100.0% 


The principal comment to this question 
was that there is no need for such a policy 
statement. The annual report should 
speak for itselfi—the policy is expressed in 
the way the report is presented. 

Do you think that your annual report 
should devote some space in the text of the re- 
port to a discussion of the value of the inde- 
pendent audit to the stockholders? 


205 


100.0% 


The main comment of many respondents 
for this question was that the audit is an 
accepted business fact. As such it is not 


necessary to expand on its value. 


Do you think thai your annual report 
should present various ratios for the benefit of 


readers? 


No of 
replies 
sé 
q 
No. of 
replies % 
Did not answer: 24 11.7 
rs 
d 
| 
le 
No. of 
replies % 
4 1.9 
es 
No. of 
replies % 
Did not answer................ il 
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One of the best ways to interpret the 
financia] and statistical information is to 
use ratios. The answers to the question 
back up this belief. A minority express the 
belief that ratios serve no useful purpose 
since readers cannot understand them. 

Do you think your annual report should 
give the annual salaries and bonuses of all 
the directors and officers? 

No. of 


replies 70 
No 193 94.1% 
= 9 4.4 
Did not answer oe: 3 io 
Total... 205 100.0% 


Top management is emphatic in its 
belief that disclosing salaries in annual re- 
ports would only create problems. 

Which of the following changes have you 
made in your annual report in recent years? 


No. of % of those 

replies* replying 
Made more attractive... . 74.6% 
Made more complete... 128 62.4 
Made more clear and understand- 

Made more interesting 110 Se.7 
Made more considerate of the 

reader.... 73 35.6 
Made more to reflect the charac- 

ter of management.......... 63 30.7 
Made more concise. ........... 55 26.8 
Made more convincing....... 41 20.0 


* Includes multiple answers. 
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As is evident, the reports have been 
made more effective during recent years, 
All of these objectives are those which 
progressive managements strive for, as the 
frequent comments indicated. 

Who prescribes the form and arrangement 
of your financial statements in your annual 
reports? 

No. of 


replies % 
Your company........... 69.8%, 
Public accountants........... 22 10.7 
Combination of company and 
public accountants.......... 40 19.5 
205 100.0% 


Of the 143 who answered that the com- 
pany prescribed the form of the state- 
ments, the following breakdown of those 
who have this responsibility is shown: 


Combination of officers............... 17 
Did not say..... . 


Evidently the public accountant still 
plays an influential role in prescribing the 
form and terminology of financial state- 
ments. 
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Announcement of 1955 Program 
University of Pennsyivania 
Philadelphia, Pennsylvania 


Tuesday, August 30, 1955 


9:00-12:30 Registration 


Committee Meetings 


12:30— 2:00 Luncheon 
Presiding: 


Speaker: 


Subject: 


2:00— 5:00 Session I 


Donald P. Perry, Lybrand, Ross Brothers & Montgomery; 
Vice-President, American Accounting Association 


Welcome by Thomas A. Budd, Acting Dean, Wharton School 
of Finance and Commerce, University of Pennsylvania 
Maurice H. Stans, Alexander Grant and Company; 
President, American Institute of Accountants 


ACCOUNTING IN GOVERNMENT 


Round Tables—Group I (Starting at 2:00) 


Chairmen: 


2. 


Chairmen: 


3. 
Chairmen: 


4. 


Chairmen: 


Chairmen: 


THE DIVISION OF THE COLLEGE CURRICULUM 
AMONG LIBERAL ARTS, MANAGEMENT AND AC- 
COUNTING 


Don H. MacKenzie, University of Washington, and 
Ellis M. Sowell, Haskins and Sells 


THE DOCTORAL PROGRAM FOR ACCOUNTANTS 


William A. Paton, University of Michigan, and 
John A. White, University of Texas 
INCOME TAX ACCOUNTING 


Clete F. Chizek, Crowe, Chizek & Company, and 

W. E. Dickerson, Ohio State University 

THE USES AND APPLICATIONS OF ELECTRONIC 
COMPUTING EQUIPMENT IN ACCOUNTING 

Walter F. Frese, U. S. General Accounting Office, and 
Robert Gregory, Massachusetts Institute of Technology 
THE USE OF THE CASE METHOD IN ACCOUNTING 


Robert N. Anthony, Harvard Business School, and 
Arthur M. Cannon, University of Washington 


Round Tables—Group II (Starting at 3:30) 


6. 


Chairmen: 


THE INTERMEDIATE ACCOUNTING COURSE— 
TEXTBOOKS AND TEACHING METHODS 


Paul E. Fertig, Ohio State University, and 
Harry D. Kerrigan, University of Connecticut 


\ 
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7:30— 9:30 


9:30-12:00 


12:30— 2:00 


2:00— 5:00 


7. THE AUDITING COURSE—MATERIALS AND 
METHODS OF PRESENTATION 


Chairmen: Richard S. Claire, Arthur Andersen & Co., and 
Arthur W. Holmes, University of Cincinnati 


8. CURRENT PROBLEMS IN ACCOUNTING THEORY 


Chairmen: R. K. Matz, University of Illinois, and 
Sidney Davidson, The Johns Hopkins University 


Wednesday, August 31, 1955 
PRESIDENT’S BREAKFAST FOR STATE MEMBERSHIP CHAIRMEN 


Presiding: James S. Schindler, Washington University 
National Membership Chairman, American Accounting 
Association 


Session II 


Presiding: Arthur M. Cannon, University of Washington; 
Vice-President, American Accounting Association 
Subject: | BENCH MARKS AND BEACONS 
Speaker: Howard C. Greer, Vice-President, Chicago, Indianapolis and 
Louisville Railway Company 


Subject: THE ATTRACTION AND SELECTION OF ACCOUNT- 
ING PERSONNEL 


Paper: The Attraction and Selection of Accounting Teachers 
Thomas H. Carroll, Vice-President, The Ford Foundation 


Discussion: Sidney G. Winter, Dean, College of Commerce, University of 
Iowa 


Paper: The Attraction and Selection of Accounting Students 
C. R. Niswonger, Miami University 
Discussion: C. A. Moyer, University of Illinois 


Luncheon and Business Meeting 


Report of the Secretary-Treasurer 
Report of the Director of Research 
Report of the Editor 

Report on Activities of the Year 
Election of Officers 


Session III 


Round Tables—Group III (Starting at 2:00) 


9. THE ATTRACTION AND SELECTION OF ACCOUNT- 
ING TEACHERS 


Chairmen: Hermann C. Miller, Ohio State University, and 
Dean Arthur M. Weimer, School of Business, Indiana Univ. 


10. BRINGING ACCOUNTING CURRICULA UP TO DATE 


Chairmen: Harold Q. Langenderfer, University of North Carolina, and 
Ernest W einwurm, DePaul University 
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11. THE MASTER’S PROGRAM FOR THE ACCOUNTING 
MAJOR Cc E 
Chairmen: R. M. Mikesell, Indiana University, and , 
Oswald Nielsen, Stanford University Tl 
12. CURRENT PROBLEMS IN AUDITING PRACTICE 
Chairmen: Gordon M. Hill, Haskins & Sells, and 
Fletcher Johnson, University of Washington 
13. ACCOUNTING IN THE EXECUTIVE PROGRAM 
Chairmen: Thomas M. Hill, Massachusetts Institute of Technology : 
William T. Jerome, Syracuse University 2 
Round Tables—Group IV (Starting at 3:30) 
14. PRINCIPLES VS. TECHNIQUES IN THE FIRST YEAR ancy. 
ACCOUNTING COURSE signifi 
Chairmen: Marcus H. Bean, Rutgers University, and A His 
John H. Zebley, Jr., Turner, Crook and Zebley 
15. CONDUCTING AN ACCOUNTING SEMINAR Scotlar 
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CENTENARY OF THE SCOTTISH INSTI- 
TUTE OF CHARTERED ACCOUNTANTS 


Mary E. MurPHY 
Professor, Los Angeles State College of Applied Arts and Sciences 


future historian as a unique period 

in the evolution of British account- 
ancy. In it several volumes of lasting 
significance were published, among them 
A History of the Chartered Accountants of 
Scotland from the Earliest Times to 1954 
(Edinburgh, The Institute of Chartered 
Accountants of Scotland); Emglish Ac- 
countancy: Study in Social and Economic 
History, 1800-1954, by Mr. Nicholas A. H. 
Stacey (London, Gee); A History of the 
Hall of the Institute of Chartered Account- 
ants in England and Wales, by Mr. John 
H. Stern (London, Gee); and Accounting 
for Fifty Years, written to mark the Golden 
Jubilee of the Association of Certified and 
Corporate Accountants. In the year 1954, 
too, announcement was made of the es- 
tablishment of the P.D. Leake Professor- 
ship of Finance and Accounting at Cam- 
bridge University; and the first annual 
award for excellent accounts was made by 
The Accountant to Thomas W. Ward 
Limited of Sheffield by the Lord Mayor 
of London in a fitting ceremony at the 
Hall of the Worshipful Company of 
Tallow Chandlers. 

Undoubtedly, the diamond in account- 
ancy’s tiara was the one hundredth birth- 
day of the oldest accounting body in the 
world, The Institute of Chartered Ac- 
countants of Scotland, celebrated by two 
thousand people, including representa- 
tives of fifty-four professional societies, 
in Edinburgh in mid-June. To this city, 
blessed with both beauty and history, 
which has variously been described as the 
finest city in Europe, Auld Reekie, and the 
modern Athens, the writer had the honor 


Te YEAR 1954 will be viewed by some 


of bringing greetings from the American 
Accounting Association. Words cannot 
adequately describe the hospitality ex- 
tended to overseas visitors by the Scottish 
Institute’s President, Mr. John Livingston 
Somerville, F.R.S.E., shortly thereafter 
knighted by Her Majesty Queen Eliza- 
beth; its Vice-President, Sir Ian F. C. 
Bolton, Bt., O.B.E., H.M.L.; twenty-one 
Councillors; Secretary, Mr. E. H. V. 
McDougall; and numerous members. 

The Centenary proceedings opened with 
a service of Commemoration and Thanks- 
giving at St. Giles’ Cathedral, the High 
Kirk of Edinburgh, conducted by the 
Dean of the Thistle and Chapel Royal. 
This was followed by an address of welcome 
by the President in which he stressed the 
facts that a grant of a Charter to a body 
was no warrant of monopoly; that the 
future of a great profession was not created 
by letters after a name, but by industry, 
integrity and service; that Institute mem- 
bers could say without fear of contradic- 
tion that their founders had created an 
honorable profession and a designation, 
“Chartered Accountant,’’ known and re- 
spected all over the world. The Scottish 
Institute, Mr. Somerville concluded, had 
a great tradition of service to the commu- 
nity “not only in Scotland but in every 
part of the world; and it is with a full con- 
sciousness of our responsibilities that we 
dedicate ourselves to those higher aims 
that animate us all.” 

Special mention should be made of the 
formal toasts (surely a lost art in the 
United States) which were offeredat the ban- 
quet and other functions, and of the tra- 
ditional dances and colorful kilts of the 
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closing ball, for which a reel and strathspey 
were composed by a talented Edinburgh 
C. A. Delegates enjoyed several informal 
meetings with Institute members, in their 
own homes or on the golf links, and some 
attended sessions of affiliated firms which 
seem to have become an important aspect 
of all international meetings. Edinburgh 
Castle, the birthplace of King James I 
of England and VI of Scotland, was flood- 
lit one evening, a truly magnificent sight. 
Among the highlights of a memorable week 
were the reception tendered the delegates 
by the Lord Provost, Magistrates and 
Council of the City of Edinburgh; a tour 
of the Border Country, lush and lovely in 
June; and a luncheon for lady members of 
the Institute. 

A special exhibiton of old books on 
mathematics and accountancy, the earliest 
dating from the 15th century, was ar- 
ranged by the Institute in its main Hall, 
27 Queen Street, with its superb Adam 
ceilings and fireplaces and portraits of Past 
Presidents. These quarters once belonged 
to the Trustees of George Heriot, a 
wealthy citizen of Edinburgh and the 
King’s goldsmith, whose fortune endowed 
a school for boys at which, over the years, 
many Scottish Chartered Accountants 
had their early training. The chief purpose 
of the exhibit was to indicate the develop- 
ments in accountancy through the ages 
and, especially, the wide scope of modern 
British practice. Among the rare books 
displayed were Pacioli’s Arithmetica, pub- 
lished in 1494, and volumes representing 
15th and 16th century practice in France, 
Germany, Holland, Italy, and Spain. 
Scotland’s own contribution to the profes- 
sion was apparent in a collection of books 
and devices relating to John Napier of 
Merchiston, the famous Edinburgh mathe- 
matician and inventor of logarithms. 

Many of the delegates must have parted 
with the deepest reluctance, as did the 
writer, from Edinburgh and from what the 


Scots call “the hecht o’ hospitality” of- 
fered by the Institute of Chartered Ac- 
countants, carrying away consciousness 
of the esprit de corps and prestige enjoyed 
by the Scottish profession, and the his- 
torical perspective with which members 
view their contemporary activities. These 
assets make for a flourishing professional 
society in any country, but another— 
the nurture of the historical spirit—which 
implies expert research in adequate ar- 
chives, merits consideration by the Insti- 
tute of Chartered Accountants in England 
and Wales, before it celebrates its seventy- 
fifty anniversary in 1955, and by the So- 
ciety of Incorporated Accountants and 
the American Institute of Accountants, 
which will reach a similar milestone in 
1960 and 1962, respectively. 

Admittedly, the Scot has a special re- 
gard for history, in which the past always 
is alive and present. Mr. Richard Brown, 
Secretary of the Edinburgh Society from 
1892 to 1916 and President from 1916 to 
1918, not only founded The Accountants’ 
Magazine in 1897, but also edited and 
partly wrote A History of Accounting and 
Accountants (Edinburgh, 1905). This vol- 
ume is supported by Dr. David Murrzy’s 
classic, Chapters in the History of Book- 
keeping and Accountancy (Edinburgh, 
1930). As far as is known, no history of a 
Scottish accounting partnership has been 
prepared. The unfolding of the experiences 
of Barstow and Millar, founded in Edin- 
burgh in 1830, a firm noted for the sound 
treatment given apprentices, which pro- 
duced two Presidents and one Secretary of 
the Edinburgh Society and two Professors 
of Accounting in the University of Edin- 
burgh, surely merits the business histo- 
rian’s attention. 

Recent research by the Scottish History 
Society indicates that Mr. Alexander Her- 
reot, or Heriot, was a professional book- 
keeper in the employ of a Haddington 
cloth manufacturer from 1681 to 1703. 
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The minute-book of the New Mills Cloth 
Manufactury, covering the years 1681- 
1703, gives many references to Herreot; 
evidently he was a shareholder and book- 
keeper, although not in the full-time em- 
ploy of the company. His annual engage- 
ment was charged to the client at £10 and 
expenses, and from time to time it appears 
that he adjusted entries, examined ac- 
counts, checked balances and cash, and 
supervised stocktaking. By 1697 Herreot 
was well established as a teacher of book- 
keeping in Edinburgh. 

Actually, Edinburgh’s earliest connec- 
tion with theoretical accounting began in 
1683, when the first Scottish treatise on 
bookkeeping, written by Mr. Robert Col- 
linson, was published. It bore the title 
Idea Regioneria or the Perfect Accountant 
and was addressed to ““The Merchants of 
Edinburgh and all lovers of this profitable 
science.”” The author refers to the chief ad- 
vantage of bookkeeping as in connection 
with partnerships ‘‘which often blowe up 
with great discord if they have not a true 
form to satisfie the Concerned what has 
become of their Stock.” 

The first professional accountant in 
Scotland, undoubtedly, was Mr. George 
Watson, who was to endow the hospital 
bearing his name from which came two of 
Edinburgh’s largest and _ best-known 
schools. Born in Edinburgh in 1645, the 
son of a prosperous merchant, Watson was 
sent to Holland ‘‘for his further improve- 
ment in merchandising, and particularly 
for his learning bookkeeping, which then 
was a very rare accomplishment.” In 1695 
Watson was appointed the first account- 
ant of the newly founded Bank of Scot- 
land. 

From the earliest days, the Scottish 
profession in Edinburgh was closely asso- 
ciated with the Courts. In the 18th cen- 
tury, for instance, many complicated 
questions arose for the determination of 
the Courts relative to the rights of credi- 


tors in mercantile insolvencies, and the 
claims of various parties on the estates of 
landed proprietors who had become in- 
solvent. An important Bankruptcy Act 
was passed by the Scottish Parliament in 
1696. It became the practice of the Courts 
to instruct practitioners ‘‘to consider the 
whole accompts and to state the points in 
controversy and to prepare minutes for 
the Lord Ordinary,” that is, to prepare a 
scheme of ranking and division for sub- 
mission to the Courts. 

Another stimulus to the profession 
emerged in Glasgow at a later date from 
the expanding business community, which 
then enjoyed a large trade with the Ameri- 
can Colonies. The loss of these Colonies 
led to the bankruptcy of several Glasgow 
merchant houses, and it was found ex- 
pedient to appoint as trustees for the 
creditors leading ‘“‘merchants”’ of the com- 
munity. At that time the term “merchant” 
was used in a wider sense than it is today; 
invariably it was coupled with the word 
“accomptant” or “accountant.” 

Scottish accountants were employed as 
officials by various institutions or com- 
panies from the late 17th century. The 
Darien Company, formed in 1696, for 
example, had five accountants on its pay- 
roll, and the various banks and insurance 
companies formed at a later date also em- 
ployed these specialists, who had well- 
defined functions concerning the prepara- 
tion and presentation of accounts. Among 
the early accountants of Edinburgh were 
the Farquharsons, who came from Aber- 
deenshire and conducted an important 
business in the city in the 18th and early 
19th centuries. The grandnephew of the 
founder, Mr. Francis Farquharson, carried 
on the business and was adviser to Jane, 
Duchess of Gordon, friend of Pitt, and 
patron of Robert Burns, until his prema- 
ture death in 1808. 

The Directory of Edinburgh for 1773 
listed seven accountants, while a 1783 
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Glasgow directory gave six names, in con- 
trast to Holden’s Triennial Directory for 
1809-11, which indicated that there were 
twenty-four gentlemen in practice in 
London. Many of the Scottish insurance 
offices were organized by accountants in 
the first half of the 19th century. Early 
managers of a number of leading Scottish 
insurance companies had practiced as ac- 
countants, and several large investment 
trust companies had been organized in 
various British cities by Scottish Char- 
tered Accountants, among whom Sir 
George A. Touche, Bt. may be considered 
the most prominent. 

It was not until the Companies Act of 
1900 that a British enterprise was re- 
quired to provide for an annual examina- 
tion of its accounts. However, before that 
date, auditing of limited companies, large 
partnerships, and Local Authorities had 
become an important part of the profes- 
sional accountant’s duties, as had the func- 
tions of registration and secretaryship in 
company work. The tragic failure of the 
City of Glasgow Bank in 1878 directed 
attention to public accountancy, as leading 
practitioners of Edinburgh and Glasgow 
were in charge of the liquidation and others 
gave testimony. Although there was keen 
rivalry among Chartered Accountants for 
such appointments as trustee in bank- 
ruptcy, it was recognized from 1864 that 
professional men must be bound by a 
strict code of etiquette in all their pro- 
fessional dealings, with every form of ad- 
vertisement frowned upon. 

In the Summer of 1820 Sir Walter 
Scott wrote a letter to his brother, Pay- 
master of the 70th Regiment, discussing 
the professional attributes which were a 
hallmark of a Scottish accountant. A por- 
tion of this letter follows: “If my nephew 
is steady, cautious, fond of a sedentary life 
and quiet pursuits, and at the same time a 
proficient in arithmetic, and with a dis- 
position towards the prosecution of its 


highest branches, he cannot follow a better 
line than that of an accountant. It is highly 
respectable ... but if ...the lad has a 
decided turn for active life and adventure 
... you will never make him an account- 
ant; you will never be able to convert such 
a sword into a pruning-hook.”’ Sir Walter’s 
advice was heeded; his nephew decided to 
enter the Army and died a General in 
1875. 

The Society of Accountants in Edin- 
burgh was incorporated by Royal Charter 
signed in October 1854 at Queen Victoria’s 
Court by Lord Palmerston. In petitioning 
for this Charter, the Society sought “to 
unite into one body those at present prac- 
ticing the profession and to promote the 
objects which, as members of the same pro- 
fession, they entertain in common.” It 
also believed that the formation of the 
Society “would tend to secure in the mem- 
bers of their profession the qualifications 
which are essential to the proper per- 
formance of its duties and would conse- 
quently conduce much to the benefit of the 
public.” By Supplementary Royal Charter 
dated May 31, 1951, the style of the Edin- 
burgh Society was changed to The Insti- 
tute of Chartered Accountants of Scot- 
land, with The Institute of Accountants 
and Actuaries in Glasgow and The Society 
of Accountants in Aberdeen absorbed by 
amalgamation. The Glasgow Institute had 
been incorporated by Royal Charter in 
1855 and the Aberdeen Society in 186/. 
Institute members are the only practi- 
tioners in the world entitled to place after 
their names the initials ‘‘C.A.” A century 
ago there were about one hundred mem- 
bers of the Edinburgh and Glasgow bodies; 
at the present time the Institute of Char- 
tered Accountants of Scotland has more 
than 5,600 on its rolls. The latter publishes 
The Accountants’ Magazine and Joint 
Transactions of lectures delivered to the 
Edinburgh and Glasgow Students’ Socie- 
ties, published since 1887 in the first city 
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and since 1902 in the second, and main- 
tains extensive libraries at the headquar- 
ters in both. 

Mention should be made of the fact 
that there was some mutual consultation 
before 1951 between the Edinburgh, Glas- 
gow, and Aberdeen bodies, but no formal 
link until the General Examining Board 
was organized in 1892, under a plan pro- 
posed by Mr. George Auldjo Jamieson, a 
leading Edinburgh C.A. In addition, a 
Joint Committee of Councils was organ- 
ized during the First War. 

In the United Kingdom the accounting 
profession differs from law, medicine, 
and certain other professions because the 
former is not “closed,” that is, anyone 
without qualifications can “hang out his 
shingle’ and call himself an accountant, 
although he cannot describe himself as a 
Chartered Accountant, Incorporated Ac- 
countant, or Certified Accountant unless 
he is a member of one of the leading ac- 
countancy bodies. It is a criminal offense 
in the United Kingdom for an unqualified 
man to pretend to be a doctor or a solicitor, 
but there is nothing to prevent him from 
holding himself out as a qualified account- 
ant. 

Today three Chartered Institutes— 
the Scottish (organized in 1854), English 
(1880), and Irish (1888)—and two statu- 
tory bodies—the Society of Incorporated 
Accountants (1885) and the Association 
of Certified and Corporate Accountants 
(1905)—represent the organized profes- 
sion in Great Britain. There are 40,000 
members of these five bodies, or one quali- 
fied accountant to every 1,250 of the 
population in Great Britain, compared 
with 50,000 C.P.A.’s in the United States, 
or one to every 3,000 persons. Although it 
has long been recognized that registration 
is desirable, practitioners have resigned 
themselves to the ‘‘inevitability of gradual- 
ness.”” Coordination has been considered 
by professional bodies since the 1890’s, a 


Departmental Committee reporting 
against it in 1930, while coordination nego- 
tiations between 1943 and 1949 proved 
unsuccessful. However, Section 161 of the 
Companies Act of 1948 stated that no 
person shall be qualified for appointment 
as an auditor of a company (“exempt 
private companies” are an exception) un- 
less he is a member of one of the five ac- 
counting societies or is authorized by the 
Board of Trade. In addition, Section 20 
of the Industrial Assurance and Friendly 
Societies Act, 1948, restricts eligibility for 
appointment as an approved auditor to 
members of these five bodies. 

In order to become a member of The 
Institute of Chartered Accountants of 
Scotland a candidate must have served 
five years under Indenture of Apprentice- 
ship (three and a half years if he holds a 
University degree) ; passed an examination 
in general educational subjects constitut- 
ing his Preliminary Qualifications for Ap- 
prenticeship, and the Institute’s Inter- 
mediate and Final Examinations, each 
consisting of two divisions; and attended 
prescribed University classes in Law, Ac- 
counting and Business Method, and Eco- 
nomics, with theoretical instruction in 
examination subjects provided in evening 
classes offered by the Institute in Edin- 
burgh, Glasgow, Aberdeen, Dundee, and 
London. The examination syllabuses have 
been widened over the years, with more 
emphasis placed on costing and taxation. 
Although some criticism has been ex- 
pressed because of the high number of 
failures (a trend observed in other coun- 
tries since World War II), the Scottish 
examiners have always set out to test the 
candidate’s knowledge of a wide range of 
subjects at a reasonable level. It should be 
noted that membership in the Scottish 
professional bodies has been open to wo- 
men since 1919. The first successful woman 
candidate was Miss Isabel Clyne Guthrie, 
admitted in Glasgow in 1923, and the sec- 
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ond, Miss Helen Mitchell Somerville, ad- 
mitted in Edinburgh two years later. 

In what has become known as the 
Golden Era of Victorian finance, when the 
£ was invested all over the world, numer- 
ous Scottish Chartered Accountants fol- 
lowed as auditors of British-owned or 
financed ventures. A perusal of The Ameri- 
can Association of Public Accountants: Its 
First Twenty Y ears, 1886-1906 (New York, 
American Institute of Accountants, 1954), 
compiled by Mr. Norman E. Webster, re- 
veals the predominance of Scottish and 
English professional accountants in this 
predecessor body to the American Insti- 
tute of Accountants. Among them may be 
mentioned Mr. William Caesar, who with 
Mr. Lewis D. Jones, a member of the 
English Institute, discharged auditing en- 
gagements in the 1890’s which led to the 
formation of the American partnership of 
Price, Waterhouse & Co.; Mr. James Mar- 
wick, a member of the Glasgow firm of 
Walker & Marwick, who established the 
American facilities in 1897 which later 
became part of the international firm of 
Peat, Marwick, Mitchell & Co.; Mr. John 
B. Niven, Founder of the American firm of 
Touche, Niven & Co. and former President 
of the American Institute; and Mr. Arthur 
Young, who journeyed to the States to 
audit the accounts of Scottish-owned 
California citrus groves and later became 
senior partner of the firm bearing his name. 

About one-half of the present member- 
ship of The Institute of Chartered Ac- 
countants of Scotland practices in the 
land of the heather; nearly one-third in 
England, Wales, and Northern Ireland, 
and the remainder abroad in seventy-one 
countries (647 in the British Common- 
wealth and 114 in the United States). 
Thirty-three per cent of members in Scot- 
land, twelve per cent in the United King- 
dom, and twenty-two per cent abroad are 
in practice. Almost 11 per cent of those 


qualifying at the present time migrate to 
Canada. 

The profession’s association with the 
Universities has been of long duration. A 
Chair in Accounting and Business Method 
was established at the University of Edin- 
burgh in 1919, and has been held by Pro- 
fessors Thomas P. Laird (to 1927), 
William Annan (to 1943), and Adam G., 
Murray (from 1945). A Chartered Ac- 
countant, Mr. D. Johnstone Smith, en- 
dowed a Chair of Accountancy at the 
University of Glasgow in 1926, first held 
by Professor John Loudon (to 1938), and 
later by Professor Ian W. Macdonald 
(1938-50), and Professor Robert Browning 
(from 1950). Professor Annan addressed 
the Third and Fourth International Con- 
gresses on Accounting while Professor 
Loudon presented a paper at the Fifth 
Congress. A lectureship is maintained to- 
day at Aberdeen University, and Summer 
Schools for members have been held at 
St. Andrews University since 1953. For a 
great majority of Scottish apprentices a 
full University career is not possible. The 
inauguration of the “sandwich course” 
approved by the Scottish Institute and 
University authorities will undoubtedly 
give greater opportunity for a double 
qualification, namely, a University degree 
and a professional certificate. 

Professor Browning provided a sum- 
mary of the Scottish pattern of profes- 
sional education in his Centenary paper 
entitled “The Chartered Accountant of 
Scotland, 1854-1954,” from which an ex- 
tract follows: 

In requiring attendance at University classes 
it is the Council’s aim to ensure that new members 
of the Institute will have developed some breadth 
of outlook and will not be inclined to adopt the 
narrow view which is one of the risks of specializa- 
tion. The economics class is intended to give them 
a financial and economic background against 
which to consider the accounting statements they 
produce and to ensure that their discussions of 
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accounting problems are related to the general 
financial and economic position of the country. 
In the same way the University law class is de- 
signed to give them some general knowledge of 
the legal principles on which the law of Scotland 
is founded and to enable them to consider 
against that background those parts of the law 
with which they are most intimately concerned. 
So, too, in the University accountancy class the 
student is concerned not so much with the formal 
problems of recording and tabulating but rather 
with the arts of presentation, interpretation, 
budgeting and planning in which the work of the 
accountant must be coordinated with that of 
other technicians and general managers by whom 
trade and industry is directed. 

Both the Institute classes and the University 
classes have another important advantage. They 
bring together all the apprentices in each center 
and so there grows up among them a community 
of interest and a sense of loyalty to the Institute, 
the value of which is difficult to overestimate. In 
addition, there are, in the main centers, students’ 
societies long since established where the students 
are free to manage social or professional meetings. 
... We believe (I hope with humility) that our 
system of training is in advance of those of other 
accountancy bodies in Great Britain in that it 
combines, for all our apprentices, practical train- 
ing and responsibility with oral instruction in 
which the emphasis is on teaching as distinct from 
cramming, broadened by education at University 
level in the use of general aspects of the subjects 
with which our profession is primarily concerned. 
Nevertheless, we realize quite clearly that to this 
work there must never be an end if our Institute 
is to continue to be active and progressive. 


The Institute’s Council, from time to 
time, has reviewed the desirability of issu- 
ing recommendations covering accounting 
and auditing procedure, reaching the con- 
clusion that freedom of thought, expres- 
sion, and form of presentation of account- 
ing statements are vital to professional 
development, and that complete trust 
should be reposed in the sound judgment 
of members to decide what should be done 
in any particular engagement. The Scot- 
tish Institute submits memoranda of evi- 
dence to Royal Commissions and Govern- 
ment Committees, most recently to the 


Gedge Committee on no par stock and to 
the Inland Revenue on anomalies in the 
law relative to estate duty. It has issued a 
statement urging members to promote 
the practical application of new conven- 
tions relative to fixed asset valuation in 
view of rising prices, and to support re- 
search. If historical cost is abandoned, it 
proposes that values used in statements 
should be those which will most realisti- 
cally reflect the outcome of the trading 
operations of the undertaking and its 
financial stability. 

Numerous publications have been writ- 
ten by Scottish C.A.’s., one of whom, Mr. 
D. J. Bogie, prepared a thesis on ‘‘An In- 
vestigation into the Preparation of Con- 
solidated Statements for Holding Com- 
panies,” which led to his receiving a Ph.D. 
from the University of Edinburgh in 
1948, one of the first higher University 
degrees awarded for a thesis in the ac- 
counting field. Much of the work on this 
dissertation was accomplished during the 
years he was a prisoner of war in Germany. 

A great deal of interest is expressed in 
education for management in Scotland 
and indeed throughout Britain today, es- 
pecially in the correlation of University 
teaching of accountancy with that of man- 
agement and applied economics, and in 
experimentation with various types of 
management and accounting education in 
many ways rivaling recent developments 
in the United States. Part of this interest 
stems from greater familiarity with Ameri- 
can methods of factory management and 
costing. Since 1945, 75 per cent of the 
North American corporations making 
plant investments in Great Britain have 
made them in Scotland. Examples are 
Burroughs Adding Machine Co., Coca- 
Cola Co., Thomas A. Edison, Inc., Hoover 
Co., International Business Machines 
Corporation, Massey Harris & Co. 
(Canada), Mine Safety Appliances Co., 


0 
‘ 
r 
r 
t 
d | 
) 
e 
r 
f 
i 
e 
n 
it 


462 


Remington Rand, and U. S. Time Corp. 
These companies followed the tradition of 
Babcock & Wilcox, started in 1897, and 
Singer Sewing Machine Co., started in 
the 1860’s and now the largest plant in the 
company’s world-wide organization. It 
is the policy of the British Government to 
encourage American investment; divi- 
dends may be transferred without restric- 
tion and capital may be withdrawn in full. 
There is no requirement that any of the 
capital be held by United Kingdom inter- 
ests. Twenty-five to 30 per cent of the cost 
of all new plants and machinery (excluding 
buildings) is allowed as a charge against 
company profits in the first year of opera- 
tion. This is without prejudice to the nor- 
mal wear and tear allowance of approxi- 
mately 7} per cent, applicable in subse- 
quent years. 

Implications of this trend were evident 
in the Centenary paper, ‘“The Accountant 
in Modern Society,” written by Mr. Ian T. 
Morrow, who recently led a productivity 
team on management accounting to the 
United States, in which he concluded: 


Without the accountant’s skill, modern society 
would not function. Today the practicing ac- 
countant has gained the confidence of industry 
and commerce, both as an auditor and as an ad- 
viser. The problem is not that the industrial com- 
munity will not turn to the practicing accountant, 
but, rather, that they will expect from the prac- 
ticing account far more than he can reasonably ac- 
complish. There is a danger that the span expected 
of the profession will exceed its grasp... . If I 
may venture one suggestion it is that the pro- 
fession may in its next stage of development have 
to decide whether it is going to follow law and 
medicine and consciously create specialists in the 
different fields, or whether it will continue to be 
satisfied with providing the basic training only. 


Recent modifications in the scope of 
professional activities have been reflected 
in examination syllabuses, in the enlarged 
tutorial facilities available to students di- 


The Accounting Review 


rectly under the auspices of the Institute, 
and in the provision of opportunities for 
postgraduate study through lectures and 
discussion groups. However, in 1954, the 
basic functions of the Scottish Institute 
are not dissimilar from those applicable to 
its early years, the official History declares, 
including “maintaining proper standards 
of education and training to be required 
of those seeking to become members, keep- 
ing a register of members, ensuring the 
observance of proper professional etiquette 
and discipline, providing libraries and 
other facilities for members’ use, and gen- 
erally working to maintain and enhance 
the standard of the profession and the 
interests of its members.” The range of 
the body’s activities under these catego- 
ries has expanded over the years and, to- 
day, the Scottish profession is well aware 
of the desirability of encouraging account- 
ing research although it has not so far seen 
the necessity of appointing a Research Di- 
rector. 

The Scottish Centenary represents a 
challenge to practitioners and professors 
everywhere—an invitation to reexamine 
principles and procedures in the light of 
modern requirements, to enlarge the ideals 
of all phases of practice, to improve edu- 
cational standards, and to develop man- 
agerial accounting beyond its present 
status. These aims cannot be achieved 
overnight; they will require a greater 
wisdom, a greater impartiality of judg- 
ment toward professional and educational 
problems than have yet been achieved in 
any country. But the game is well worth 
the candle for, as one of Scotland’s noblest 
sons, Lord Tweedsmuir, once declared: 
“No great cause is ever lost or won. The 
battle must always be renewed and the 
creed restated as the old formulas, once so 
potent a revelation, become only dim anti- 
quarian echoes.” 
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THE ARMY AUDIT AGENCY GOES 
PROFESSIONAL 


CLARK L. Smmpson 
Army Audit Agency 


Office of the Comptroller of the 

Army, is a unique organization of the 
Government. Prior to and during World 
War IT, the auditing functions were carried 
on in the various services of the Army but 
shortly after the conclusion of World War 
II it became apparent that a consolidation 
of all audit functions under one head would 
be desirable. As a natural consequence, the 
Army Audit Agency became a part of the 
Office of the Comptroller. A former mem- 
ber of GAO’s Accounting Systems Division 
was brought in as Deputy Chief to direct 
the technical operations. His introduction 
of streamlined professional auditing has 
been a boon to industry and a very nec- 
essary aid to improved Army manage- 
ment. The progress made in a short period 
has been most amazing. 

Although the Army Audit Agency was 
operating as a professional staff of audi- 
tors, the pressure of completing the neces- 
sary work in turning out audit reports was 
so great that little effort was expended on 
staff training or on-the-job training. The 
result was that although there were almost 
two thousand employees in the agency it 
was necessary to recruit from the outside 
to fill most supervisory jobs. This was 
recognized as a serious deficiency by the 
Chief of the Agency. Through a contract 
with one of the large public accounting 
firms, one of their training staff men was 
retained as a consultant to study and rec- 
ommend correction of this deficiency. 
Much of the training activity subse- 
quently described is a direct result of the 
very beneficial assistance of this consult- 
ant. 


To Army Avupit AGENCY, of the 


At the time I was assigned to work on 
training matters in late 1953, only a very 
limited amount of this type of activity had 
ever been carried out in the Agency. We 
recognized that it was vitally important 
to give a hurry-up course for potential 
supervisors, this being the greatest imme- 
diate need. The head of the Agency agreed 
that the best qualified technicians through- 
out the organization should be conscripted 
for use as faculty in the training course. 
It was also agreed that despite the pres- 
sure of work and the need to complete 
audits, selected personnel would be re- 
quired to attend the assigned training 
sessions. 

Development of the actual material to 
be utilized for training purposes was quite 
an undertaking. There was no desire to 
educate the staff in accounting theories. 
Presumably, the personnel had qualified 
in this respect. It was instead a matter of 
training on Army accounting and auditing 
matters, utilizing actual case situations 
taken from Army Audit files. Since this 
was an official course of training given to 
properly cleared employees, there was no 
necessity to even change the names of the 
companies in the problems utilized. Good 
as well as bad examples of handling audit 
situations were presented to the students. 
The faculty consisted of men from the field 
on active audit assignments. They were 
not theorists but were practitioners. This 
supervisory course was given to approxi- 
mately 150 accountants showing promise 
of developing into supervisors. A number 
of these men have already made the grade 
to supervisory posts. 

Other courses of training have been de- 
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veloped for intermediate and beginning 
auditors, with the courses tailored to fit 
the needs of the recipient. An explanation 
of the benefits received from staff training 
showed that the Army Audit Agency 
needed improvement in staff utilization, 
appraisal, and general staff management 
matters. For one thing, there was no pro- 
cedure for bringing employees in at a 
trainee level and funneling them through 
the various grades of supervisory positions. 
Persons were being brought in from the 
outside at high and intermediate grades 
much more frequently than at the lower 
grades. We worked out with Civil Service 
Commission a recruitment program, here- 
inafter described, which brought us 150 
college graduates last June. These men, 
and others like them coming into the 
Agency later, are considered to be the 
source of our future leaders. The Army 
Audit Agency offers the college graduate 
who majors in accounting an opportunity 
which is unmatched by either industry or 
other departments of the government. Our 
supervisory staff is primarily made up of 
professional CPAs and our aim is to im- 
prove the ratio of certificate to noncertifi- 
cate field men as rapidly as possible. 

We recently drafted a statement of the 
philosophy surrounding operation of the 
Office of Staff Management. Although this 
material is not entirely in the form which 
we consider final, its reproduction below 
gives a fair picture of the aims of the writer 
and his staff relating to recruitment and 
training, appraisal and development, and 
inventory and referral of employees. As a 
member of the American Accounting Asso- 
ciation and as a former professor, I am sin- 
cerely interested in the future of our ac- 
counting graduates. We plan other inten- 
sive recruitment drives for February and 
June graduates and sincerely feel that 
faculty members should give consideration 
to what this professional governmental 
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accounting organization has to offer their 
students. 

The Army Audit Agency has received 
praise from both the Civil Service Com- 
mission and the Office of the Inspector 
General of the Army for our accomplish- 
ments to date. As the result of a survey in 
one of our Regions, Civil Service com- 
ments favorably on the “extensive train- 
ing program ...emphasized throughout 
the past year,” including “. . . orienta- 
tion, trainees, supervisor, on-the-job, and 
other types of training.” As every Army 
man knows, the Office of the Inspector 
General is truly a conservative group in ad- 
ministering praise. Yet in one of their re- 
cent reports they lauded us for our “note- 
worthy civilian training program” which 
had been instituted. Other agencies of gov- 
ernment have sent observers to various 
courses conducted by us and are making 
extensive plans for adopting similar meth- 
ods for improving their staffs. 

The material which follows is utilized 
at Headquarters in describing activities 
of the Office of Staff Management to 
newly assigned military and civilian per- 
sonnel. It is a thumbnail sketch of our 
charter of operations. 


OBJECTIVES 


The primary objective of Staff Manage- 
ment is to recruit and develop a technically 
qualified staff of auditors for The Army 
Audit Agency and to assist in spotting 
promising executives and in accelerating 
their development to make them ready for 
top positions at an age when they can con- 
tribute maximum service. These objectives 
are aimed at assisting the operating divi- 
sions in doing a better job and in leading 
the individual employee to make the most 
of his own potentials. Effective utilization 
of staff members is necessary if a real 
career development program is to be sut- 
cessful. Manpower is our greatest resource 
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(actually our only resource). Our job is to 
secure the best raw material (recruitment), 
process it wisely (education and training), 
and keep it currently inventoried to per- 
mit best management of it. Proper control 
of the Agency requires this. A managed 
system of development of administrative 
leaders is not a substitute for the “self- 
made” man, but is an adjunct to assist the 
determined employee to reach his goal. 


RECRUITMENT AND TRAINING 


Under a procedure established in the 
summer of 1954, the bulk of our new em- 
ployees will be new college graduates 
majoring in accounting. Under Civil 
Service Agreement these men will come 
into the Agency at the GS-5 grade 
($3410.00) and will be subjected to in- 
tensive classroom training coupled with 
continuing close supervision on the job. 
They will be assigned to productive work 
to the maximum extent practicable, but 
such trainees will not be expected to be 
fully productive during their period of 
training. This loss of efficiency through 
training and assignment rotation will be 
made up by increased production later. 
Upon completion of six months of the 
training program, provided they have 
demonstrated satisfactory potential for 
continued employment, they will be pro- 
moted to Grade GS-7 ($4205.00). Trainees 
who continue successfully in the program 
are eligible for promotion to Grade GS-9 
($5060.00) at the end of another year. 

Bringing in new employees at the lower 
level will not completely eliminate the 
recruitment of higher grade employees; 
they will be needed to preserve the spirit 
of competition on the staff, as well as to 
furnish immediately the necessary super- 
visory employees to properly train GS-5 re- 
cruits. Available qualified manpower, both 
inside and outside the organization, will be 
considered when executive positions are 


465 


vacated. As staff develops and improves, 
outside recruitment at higher levels will be 
necessary only in limited amounts. 

To insure progress in the development 
of management personnel, other training 
programs will be utilized. These include 
Management Control seminars, staff con- 
ferences, technical training courses for 
supervisors, personal counseling, encour- 
agement of.attendance at outside courses 
of study, and encouragement of employees 
in participating in technical, professional, 
and business organizations. It is planned 
that the course for “new hires” will be 
given to every person entering Army Audit 
organization. 

The adoption in recent years by Army 
Audit Agency of the same ethical stand- 
ards and principles accepted by the public 
accounting and internal audit professions 
has made this Agency much more at- 
tractive to the ambitious technician on 
the outside. Our pledge to industry and 
Army installations that such standards 
will continue to be utilized requires full 
acceptance of these standards by em- 
ployees. These features are emphasized 
in the training courses given. Staff Man- 
agement, through continued contacts with 
professional societies and CPA Boards, 
aims at gaining further recognition by 
professional groups of Army Audit Agency 
experience as qualifying for the CPA Cer- 
tificate and for filling key spots in industry. 

Staff Management will assist operating 
divisions in the maintenance of balanced 
staffs. An improper ratio of high grades 
and low grades on any job adversely af- 
fects production. By studying the com- 
plexity and diversity of the audit work 
load, operating personnel can make a de- 
termination of the proper staff pattern 
and a proper distribution of GS grades, 
taking into account availability of quali- 
fied staff members. Our personnel service 
is rendered by a number of cross-servicing 
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agencies. The Civilian Personnel Officer 
and his assistants in Staff Management 
will coordinate the activities of the various 
services and will acquaint personnel ofh- 
cers with requirements of the jobs and 
standards of performance. The profes- 
sional caliber required in the Army Audit 
Agency is unlike that encountered in many 
government bureaus and these differences 
must be emphasized and considered in our 
classifications. In the audit of military 
installations, technical requirements dif- 
fer greatly from those involved in a purely 
administrative audit of a type generally 
encountered in government fiscal opera- 
tions. The Civilian Personnel Officer will 
work with Civil Service Boards in deter- 
mining the equitable operation of Exam- 
ination 345 in funneling qualified person- 
nel to the Army. 


APPRAISAL AND DEVELOPMENT 


As a start on the Management Develop- 
ment Program, it is essential that each or- 
ganizational unit review its construction, 
identify key positions, determine present 
and future needs, determine that job re- 
sponsibilities are properly defined, and 
ascertain whether the loss of an individual 
would result in serious damage or whether 
a replacement is immediately available. 
After determining the organizational needs 
and the numbers and types of employees 
required to fill such needs, standards of 
acceptable performance should be devised. 
Staff Management is working with operat- 
ing divisions in establishing such stand- 
ards in order that each employee may 
know what performance is expected. 

In order to locate the best executive 
talent available, it is necessary to evaluate 
personnel periodically, noting strong and 
weak points and progress being made. 
Such an evaluation conducted objectively 
and thoroughly helps Management to 
make the most effective use of its people. 
A careful appraisal of an individual should 


reveal how he is doing and what additional 
help he needs from supervisors to further 
his development. 

The evaluation and appraisal program 
visualized by Staff Management provides 
for rating by a Board which will, to an 
extent, eliminate the criticism levelled 
when rating is by a single individual. 
Members of the Board will make individ- 
ual ratings and then reconcile their differ- 
ences. The ability of the members of this 
Board properly to rate subordinates will 
come under review at the time they, them- 
selves, are being rated. As a part of a suc- 
cessful development program, a number of 
organizations recommend that each indi- 
vidual prepare in writing his own planned 
program of development, indicating his 
present assignment, the experience he an- 
ticipates gaining over the years to come, 
the study or research he contemplates 
doing, and his ultimate aim. This pro- 
gram, when used in conjunction with the 
rating program referred to previously and 
the inventory card covering performance 
of the individual, is most useful in assisting 
in the managed system of development of 
each employee. It also encourages an em- 
ployee to establish a definite aim and to 
pursue this aim with the cooperation of 
his supervisors in the organization. 


INVENTORY AND REFERRAL 


An inventory of existing personnel is to 
be established, giving all possible informa- 
tion regarding background of experience 
and on-the-job performance of every em- 
ployee. From this inventory, in coopera- 
tion with operating divisions, Replace- 
ment Tables can be prepared, showing who 
is occupying each key job, who is ready to 
step in if the job is vacated, how long be- 
fore such person could be ready, and how 
each individual rates on over-all perform- 
ance and potential ability. Such an in- 
ventory will reveal the necessity for addi- 
tional training programs to fit the organi- 
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zation with first and second replacement 
officials. Replacements in key positions 
will be based on over-all demonstrated 
performance and potential ability with 
seniority playing a very minor part. 

It is the aim of the Army Audit Agency, 
through the Staff Manager, when an open- 
ing occurs in a Region to have all qualified 
staff members fully considered, wherever 
located. Headquarters positions, other 
than the directorate, are to be utilized as 
a training ground for field positions. How- 
ever, when a position is to be filled at 
Headquarters, qualified field men will be 
given consideration, along with existing 
Headquarters staff. 

An appraisal of an employee might re- 
veal that an individual had reached the 
end of his potential with the Agency. Al- 
though performing satisfactorily in his 
job, it might be beneficial to him to give 
consideration to an entirely different field 
of endeavor. For this purpose, Staff Man- 
agement is working on a program of out- 
placement. In conjunction with the Office 
of Comptroller of the Army, we plan on 
diverting a number of qualified auditors 


into the comptrollership field, which will 
supply a vital need and will give such 
auditors opportunities to continue to pro- 
gress. In some cases we will assist in place- 
ment with outside industrial firms. 

With the assumption of more responsi- 
bilities for overseas operation, Staff Man- 
agement aims at establishing a system of 
employee exchange to permit our auditors 
to take a foreign assignment for a year or 
two and yet retain their Civil Service 
Status during the period of employment, 
and be assured of continued employment. 


CONCLUSION 


Army Audit representatives plan early 
visits to the various colleges for interviews 
with prospective trainees. Our expansion 
program will permit acquisition of an 
even greater number of recruits this year 
(we acquired 150 last June), but only ac- 
counting Majors with 24 hours credit in 
accounting can qualify. Interested stu- 
dents are invited to contact the Staff 
Manager, The Army Audit Agency, Wash- 
ington 25, D. C. to make additional in- 


quiry. 
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CONCEPTS OF DEPRECIATION* 


Louis GOLDBERG 
Senior Lecturer, The University of Melbourne 


Armstrong delivered a paper in Eng- 

land to the Northern Institute of 
Chartered Accountants which began with 
the following words: “The question of 
Depreciation is one upon which so many 
articles have been written, and so many 
opinions expressed, that there would not 
appear to be much more which could prof- 
itably be said upon the subject.’”? And 
in 1905 another writer—an engineer— 
wrote that “(Depreciation] is a difficult 
[item] to deal with, more particularly as 
it has, unfortunately, got largely into the 
hands of auditors and bookkeepers, who 
deal with it according to their own limited 
knowledge and entirely as a matter of 
account. Depreciation is much more than 
this, and can only be properly adjusted 
by an engineer who has thorough knowl- 
edge of his profession and intimate ac- 
quaintance with the particular buildings 
and machinery with which he is at the 
moment dealing.’ 

In the face of such long-standing ex- 
pressions of opinion, I may, perhaps, be 
forgiven for feeling that I am being some- 
what rash in discussing depreciation at all 
—not only on the count of trying to ex- 
hume, if not resuscitate a thoroughly dead 
topic, but also because I am trying to do 
so from the point of view of and with the 
instruments used by “auditors and book- 
keepers.” I have, however, been sustained 
in my consideration of the matter by some 
statements of more recent vintage. 


[ IS JUST FIFTY YEARS AGO that a Mr. 


* A research paper delivered at Canberra University 
College, October 15, 1953. 

1 John H. Armstrong: Reserves, The 
Accountant, Aug. 8, 1903, p. 1014. 

4 Francis G. Burton: Pie Commercial Management 
of Engineering Works _— Scientific Publishing Co., 
Manchester, 1905), p. 2 


P. D. Leake, for example, when he 
wrote his Depreciation and Wasting 
Assets, stated that “the subject of De- 
preciation and Wasting Assets is of uni- 
versal importance, and yet it has hitherto 
received little or no systematic attention.” 
Again, Professor Eugene L. Grant intro- 
duced a paper on depreciation with the 
proposition that “‘writers on depreciation 
seem to agree on nothing except that other 
writers on the subject are somewhat con- 
fused.’* The directors of one of our lead- 
ing industrial enterprises recently stated 
in their annual report to shareholders that 
“the subject of depreciation is very con- 
fusing to many people.’® And as late as 
1952, in their book Asset Accounting, 
the two W. A. Patons (father and son) pre- 
sumably considered that they could go no 
further than saying that “‘in recent years 
some progress has been made in the direc- 
tion of wider understanding of the signifi- 
cance of depreciation and the importance 
of systematic recognition of this phenome- 
non in the accounts.’ 

These are but a very few of the many 
indications that any attempt to examine 
the problem of depreciation should be re- 
garded not as an autopsy, but rather, per- 
haps, as a vivisection. 

There exists an extensive literature on 
this topic of depreciation, and I do not pre- 
tend to have made anything like an ex- 
haustive investigation ; indeed, some of this 
literature is couched in mathematical 

*P. D. Leake: Depreciation and Wasting Assels 
(Pitman, London, 4th Edition, 1923), p. xxiii. 

‘E. L. Grant: Fundamental Aspects of the Depreci- 
ation Problem. See Solomons: Siudies in Cost Accounting 
(Sweet & Maxwell, 1953), p. 292. 

5 Australian Paper Manufacturers Ltd. Annual Re- 
port, 1949. 


W. A. Paton & W. A. Asset Accounting 
(Macmillan, N. Y., 1952), p. 23 
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Concepts of Depreciation 


propositions which are quite beyond my 
comprehension, and I freely admit that my 
shortcomings in this regard may very 
likely be reflected in what follows. Neither 
do I pretend that what follows is the final 
word—even of my own, or, perhaps, least 
of all of my own—on the matter under 
discussion. In this respect I beg leave to 
adopt the attitude of the French writer, 
Jules Romains, when he said: “What I say 
below represents only conclusions with 
which I would identify myself if I were 
obliged to stop thinking today.’” 

My thesis in this paper is essentially 
simple. It is that the word “depreciation” 
has been grossly overworked, that it has 
been and is currently used in varying 
senses and with different connotations, 
so that if A uses the word in communica- 
tion with B, it is likely to be not much 
more than a lucky chance if B under- 
stands it in precisely the same sense as is 
meant by A. 

The case-history of depreciation is, in 
one sense, a case-history of a word—a 
word which, like so many others, has had 
its meaning changed, or, rather, multiplied 
—over a fairly lengthy period. But what I 
wish to discuss in this paper are some as- 
pects of what is more than a philological 
question: it is part of the case-history of a 
concept or notion which we seek to convey 
by the use of a word. This notion, too, has 
varied and multiplied in such a way that 
its analysis is not by any means an easy 
matter. 

It is, of course, recognized that words— 
and concepts, also—are significant in hu- 
man life only in so far as they affect human 
activity, and it is submitted that in this 
respect the word “depreciation” and the 
concept or concepts behind the word are 
not wholly negligible in the economic and 
social activity of the community today. 


7] Believe—The Personal Philosophies of Twenty- 
three Eminent Men and Women of Our Time (Allen & 
Unwin, London, 1944), p. 244. 
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An obvious illustration in recent years 
has been the response, by way of increased 
outlay on relatively long-term assets by 
many of our commercial and industrial 
enterprises, to the stimulus, as a taxation 
concession, of an increased initial depre- 
ciation rate on those assets; and the pro- 
test which its withdrawal drew from some 
of our industrial leaders is evidence, I 
think, that depreciation is not yet a topic 
of antiquarian interest only. a 

Earlier writers on the topic frequently 
directed their attention towards gaining 
recognition for regular depreciation charges 
as an element to be taken into account be- 
fore profit can be determined. Five brief 
statements may be taken as indicative of 


, this aspect of historical development: 


(i) (c) 1879. Richard Bithell: A Counting 
House Dictionary: 
“Depreciation in commerce is mostly 
understood to have reference to the di- 
minished value of coins, of bullion, or of a 
paper currency.” 


(ii) 1876. Supreme Court of the U.S.A. in 
Eyster v. Centennial Board of 
Finance, 94 U.S. 500, 503: 


“|... The public, when referring to the 
profits of the business of a merchant, 
rarely ever take into account the deprecia- 
tion of the buildings in which the business 
is carried on, notwithstanding they may 
have been erected out of the capital in- 
vested. Popularly speaking, the net re- 
ceipts of a business are its profits....” 


(iii) 1903. C. H. Grinling: British Railways 
as Business Enterprises, The 
Accountant, Feb. 7, 1903, p. 192: 


“The notion, too commonly held, that 
provision for the depreciation of the plant 
employed by a commercial undertaking 
was a voluntary charge against net 
profits for more or less substantial reasons, 
was a wrong notion fundamentally.” 


(iv) 1917. Supreme Court of the U.S.A. in 
von Baumbach v. Sargent Land 
Co., 242 U.S. 503, 524: 


“|. . It is common knowledge that busi- 
ness concerns usually keep a depreciation 
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account, in which is charged off the 
annual losses for wear and tear, and ob- 
solescence of structures, machinery and 
personality in use in the business. .. . ” 


(v) 1949. Arthur H. Dean: Business Income 
Under Present Price Levels, p. 53: 


“ .,..both economist and accountant 
seem to agree that net income can only be 
determined after depreciation for the pe- 
riod under consideration has been taken 
into account....” 


The struggle to get depreciation recog- 
nized as a cost appears to have been won. 
Yet one can still find in current accounting 
literature such an echo of the 1870’s as 
this: 

“But in point of fact what happens when we 
write off depreciation? Do we not transfer part of 
the book profit which would otherwise be availa- 
ble to the credit of the asset account or the sepa- 
rate depreciation provision account? In other 
words do we not decide to leave some of the 
profits in the business?’’® 


This is, however, exceptional nowadays. 
But controversy still exists. The grounds 
have changed, and it appears now as if ac- 
countants—or some of them at any rate— 
have to brace themselves for an effort to 
restrict depreciation to being a cost. Hav- 
ing, over a long period, successfully advo- 
cated the recognition of depreciation as a 
charge against revenue, accountants are 
being bombarded with arguments in 
favour of increasing that charge beyond 
what they—or many of them, at least— 
consider appropriate. 

What I am trying to do in this paper is 
to sort out some of the main concepts 
which the word “depreciation” has been 
used to indicate or suggest and to raise a 
few questions concerning each. 

Let us admit that “depreciation” is a 
word which, like any other word, may 
quite legitimately be used with different 


®*R. N. Elliott: Revaluation of Assets and Issue of 
Bonus Shares, Chartered Accountant in Australia, Nov. 
1952, p. 312. 


meanings, so long as the context makes it 
clear what meaning is intended. The 
trouble is that a great deal of argument has 
taken place because the context has not 
always made it clear just which one of its 
multiple meanings is intended. 

This brings me to the central point of 
my present thesis: What do we mean 
when we speak of “‘depreciation’’ in rela- 
tion to long-term assets? There are several 
senses in which the word is more or less 
widely used in accounting and business 
literature, and I have selected four of 
these for some consideration in this paper. 
They are: 

(i) Depreciation as fall in price. 
(ii) Depreciation as physical deterioration. 

(iii) Depreciation as fall in value. 

(iv) Depreciation as allocation of cost. 


It appears that the word has lost none of 
its senses, but is used in various contexts, 
now in one, now in another, and sometimes 
in more than one of its several meanings. 


DEPRECIATION AS FALL IN PRICE 


Philologically, the word “depreciation” 
means a fall in price or a fall in value. I 
think it is desirable to distinguish between 
the two, for in some contexts it is used at 
the present time in the sense of a fall in 
price. For example, the expression “de- 
preciation of the currency”’ is, I think, in- 
tended to convey a falling of the price of a 
unit of money in terms of other units of 
measurement. This was the only sense 
recognized by Bithel in his Counting 
House Dictionary. But it is not this re- 
lationship to currency problems with 
which we are concerned, but a relation- 
ship to what are commonly termed fixed 
assets. 

There is, however, one instance at least 
in which it seems that the word is applied 
in this sense of fall in price in relation to 
fixed assets. It has been fairly common 
usage—subject, perhaps, to an interrup- 
tion for some years of high scarcity—to 
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suggest that when a person buys an asset, 
such as a motor vehicle, it “depreciates” 
by a stated amount as soon as he drives it 
out of the showroom or as soon as it has 
been subjected to a very little use. This, 
in my opinion, means that the taking pos- 
session of such an asset converts it from a 
new to a second-hand commodity and that 
the price of a second-hand commodity is 
less than that of a new commodity of the 
same type. It is a fall in price not neces- 
sarily accompanied by any decrease in 
usefulness; indeed, a motor vehicle which 
has been carefully driven for several hun- 
dred miles may be a more useful vehicle 
than a new one, but this is not normally 
considered a virtue for the purpose of de- 
termining its price, and the word “‘depre- 
ciation” appears to be used in this context 
to indicate a fall in price. 

Those who have read Professor H. R. 
Hatfield’s delightful, though critical paper 
entitled ““What they say about Deprecia- 
tion”® may recall that he traces the notion 
of depreciation back to Vitruvius, a Roman 
writer on architecture at the time of 
Augustus Caesar. Hatfield states that 
Vitruvius “lays down the rule that in valu- 
ing a masonry wall, one-eightieth of its 
cost should be deducted for each year it 
has stood, this resting on the assumption 
that such a wall has a life of eighty years. 
Here we have a very clear recognition not 
only of depreciation, but an acceptance of 
a straight line method.’ 

Now, this is ancient authority indeed, 
and as Hatfield acknowledged that his 
observation was based on those of an inter- 
mediate interpreter,” I thought it might 
be worth while looking at what had been 
written by Vitruvius himself. The passage 
on which Hatfield and his immediate 


*See W. T. Baxter: Studies in Accounting (Sweet & 
Maxwell, 1950), pp. 337ff. 

” Op. cit., p. 338. 

4H. E. Hale: What is Depreciation? Railway Age, 
Vol. 86, Feb. 16, 1929, pp. 403¢f. 


authority relied has been translated as 
follows: 

Therefore if anyone will from these commen>, 
taries observe and select a style of walling, he will \ 
be able to take account of durability. For those | 
which are of soft rubble with a thin and pleasing 
facing cannot fail to give way with lapse of time. 
Therefore when arbitrators are taken for party- 
walls, they do not value them at the price at 
which they were made, but when from the ac- 
counts they find the tenders for them, they deduct 
as price of the passing of each year the 80th part, 
and so—in that from the remaining sum repay- 
ment is made for these walls—they pronounce the 
opinion that the walls cannot last more than 80 
years. There is no deduction made from the value 
of brick walls provided that they remain plumb; 
but they are always valued at as much as they 
were built for." 


Now what Hatfield says is, broadly, true 
enough and fair enough, but there is also, 
perhaps, a little more to be said about 
Vitruvius. In the first place, there is the 
minor point that it is not Vitruvius him- 
self who lays down the rule for valuation, 
and the writer’® who stated that “this 
Roman engineer used the ‘straight-line 
formula’ to determine the lessening of 
value of a particular structure” appears 
to have read rather more into this passage 
than seems to be warranted. It is not the 
Roman engineer who used the formula; 
he is reporting it as a custom of arbitrators 
in assessing a valuation of party-walls of 
a particular kind. 

Secondly, the words used by Vitruvius 
are “‘pretia praeteritorum annorum singu- 
lorum,’”’ which have been rendered in the 
above translation as “‘the price of the pass- 
ing of each year” and which mean, indeed, 
“annual depreciation.” But we might well 
ask: Are these words, in the context of a 
Roman work on architecture, intended to 
convey the same meaning as the expression 
“annual depreciation” might be meant to 

12 Vitruvius: On Architecture, Trans. F. Granger 
(Heinemann, London, 1937), II, viii, 8-9. Hale has 
evidently used another translation which I have not 


located, but which is substantially the same in import. 
3 Hale, op. cit. p. 403. 
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convey in a twentieth century context of 
accounting or business? Vitruvius, it 
would seem, is citing this legal rule in order 
to illustrate the relative durability of 
building materials and, by such illustra- 
tion, to emphasize his point that walls 
built of rubble should be regarded as likely 
to last not more than eighty years. He 
scarcely appears to be concerned with 
“depreciation” as such at all—certainly 
not as a major factor for consideration. 
Further, we have to note the purpose of 
the calculation made. The deduction from 
cost was made on party walls (and there 
is no mention of any other kind of walls 
in this connection) in the course of some 
kind of legal action, in order to arrive at a 
valuation for a legal settlement. That is, 
the deduction represents a diminution in 
the price to be paid by one party to an- 
other for a particular kind of asset which 
was judged to have a limited durability. 
This is, I agree, “‘depreciation” at its 
philologically cleanest; it is a reduction in 
price. But is it what we mean by “de- 
preciation” in modern contexts? 


DEPRECIATION AS PHYSICAL 
DETERIORATION 


The word “depreciation” is sometimes 
used to mean the physical deterioration of 
a long-term asset. This, I take it, is what 
Hatfield, for example, means when he 
states: 


One difficulty in discussing depreciation is in 
distinguishing between the fact of depreciation 
and the recording of the fact in the accounts. 

The fact itself is a physical or economic 
phenomenon. There is almost universal agree- 
ment that a physical asset does, in the process of 
use, wear out, at least to the extent of making its 
continued use uneconomical. The economic 
phenomenon which may be correlative with the 
physical phenomenon, but may oftentimes be in- 
dependent thereof, is that with continued use of 
a physical asset the services which it renders tend 
to become exhausted." 


4 Hatfield, op. cit., p. 339. 


And he quotes a statement of Bowman and 
Percy that “depreciation represents that 
portion of the asset consumed in operating 
the business” as an example of the use by 
accountants of this concept.” (Admittedly, 
Hatfield regards this as “probably .. . an 
inept expression rather than an indication 
of a difference of opinion.”’) 

The New Zealand Standards Institute, 
in its Code of Cost Accounting Terminol- 
ogy,'® defines depreciation as “‘the actual 
physical deterioration of an asset due to 
its use in production... .” Another 
writer!’ seems to be using the same sense 
in his proposition that “there can be no 
argument at all about the fact that every- 
thing built by man does actually depre- 
ciate.” 

Professor Bonbright, in his monumental 
work, The Valuation of Property, dis- 
tinguishes as one of the four basic con- 
cepts behind the use of the term “‘depre- 
ciation” impaired serviceableness, and in 
relation to this he states: “In its most prim- 
itive sense, depreciation is not a value 
category at all and cannot be expressed in 
terms of dollars. It means simply impair- 
ment of serviceableness, or utility, or effi- 
ciency. Thus, a rusty steel tool may be 
said to be depreciated if the rust impairs 
its efficiency. By invoking the notion of 
relative utility, one may extend deprecia- 
tion to cover obsolescence. The old recipro- 
cating steam engine may be just as efficient 
as it ever was; but as compared to a mod- 
ern turbine it may have become relatively 
inefficient.’”!8 

Although it is questionable whether, 
from a philological point of view, deprecia- 


4% C. Bowman & A. Percy: Principles of Bookkeeping 
re poets (N.Y., 1927), p. 53. See Hatfield, op. cit., 
P 

16 Printed under the ae of the N.Z. Govern- 
ment (W ——. 1947), p.2 

Riggs: Depreciation of ‘Public Utility Properties, 
quoted in W. A. Paton: Accountants’ Handbook (Ron- 
ald, N- Y., 1943), pp. 720-1. 

Re Bonbright: The Valuation of Property (Mc- 
Pe Hill, N.Y., 1937), p. 183. 
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tion “in its most primitive sense is not a 
value category,” it does seem practically 
certain that the observation of physical 
impairment would historically have pre- 
ceded any attempt at its measurement— 
in whatever units might be employed. 
There appears to be fairly general agree- 
ment that the physical basis for deprecia- 
tion accounting—whatever interpretation 
of the purpose, procedure, or method of 
such accounting may be adopted—is that 
at a certain stage of its existence an asset 
can no longer be effectively used for the 
purpose for which it was acquired. 

The “‘causes” leading to physical retire- 
ment of an asset have been listed by many 
writers on depreciation, and it would be 
wearisome and not very profitable to go 
over this familiar ground. But there are 
one or two points in relation to this notion 
of physical deterioration or impaired 
serviceableness which it might be worth 
mentioning. 

There is little doubt that a number of 
accountants and others, in assessing de- 
preciation, are attempting to measure 
some physical phenomenon. It is the 
physical phenomenon which is the basis 
of these accountants’ procedures. What is 
the nature of this physical phenomenon? 

The known—or objective—facts relat- 
ing to a fixed asset are these: 

(i) At a certain point of time an asset is ac- 
quired at, in most cases, a known or determinable 
price-aggregate or cost. 

(ii) Over a period of time—sometimes known 
at the outset, but more frequently indeterminable 
at the time of acquisition—the asset is used for 
the purpose for which it was acquired. (But it 
may be noted that an asset such as a lease is not 
“used” in any physical sense.) 

(iii) At the end of the period, the asset is no 
longer usable for the purpose for which it was 
acquired. The reason may be “physical” or 
“economic.” 


Is there, in these facts, any natural 
phenomenon which can be designated 
“depreciation”’? 
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There appears to be implied, in most 
discussions on these physical aspects of 
depreciation, a proposition that the using 
of an asset inevitably involves its using up. 
And it is often assumed that by measuring 
the “use” of an asset we are measuring 
the extent of its being “used up.” It is sub- 
mitted that these two factors are not 
necessarily identical. 

It is nearly a hundred years since Sir 
William Fairbairn made his tests on the 
strength of metals. One of these, for in- 
stance, involved the raising and lowering 
of a load on a large wrought-iron girder. 
“It was calculated that the application of 
a single load of 12 tons would be required 
to break the girder, but Fairbairn found 
that if a load of little more than 3 tons 
were applied 3,000,000 times the girder 
would break. He concluded, however, that 
there existed a certain minimum load, 
under 3 tons, which could be applied an 
indefinite number of times without frac- 
ture occurring.”* This, and subsequent 
tests which establish the “endurance limit” 
of metals, that is, the range of stress that 
can be applied an indefinite number of 
times, suggests that the notion that all 
long-term assets deteriorate physically in 
strict proportion to their physical use is 
somewhat naive and warrants careful re- 
consideration by accountants in conjunc- 
tion with technical officers. 

H. E. Hale cites some examples from 
another field. “Another example,” he 
writes, “of a structure built by the hand of 
man which does not depreciate with age 
is the irrigation ditch. When these are 
first built, the leakage is generally very 
great and much of the water which has to 
be stored in large reservoirs never reaches 
the farms where it is needed. As the ditch 
grows older, leakage is reduced, owing to 
the growth of vegetation and the silting 


18Wm. Alexander & Arthur Street: Metals is the 
Service of Man (Penguin Books, 1944), p. 81. 
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process, making the structure much more 
valuable rather than less valuable. This 
is probably one of the oldest types of 
structures built by the hand of man and has 
been used in all parts of the world, many 
of them having been in existence for 
hundreds of years.’ 

It is, of course, well recognized that use 
is not the only reason behind the “using 
up” of assets; decay, rust, corrosion, and 
similar agencies make their contribution 
to physical deterioration. But the effects 
of most, if not all of these influences can be 
counteracted or prevented by adequate 
maintenance, and some writers have, in- 
deed, interpreted depreciation in the sense 
of deferred maintenance. With most of 
these, however, the position has been that 
they have been concerned with the meas- 
ure of deferred maintenance in monetary 
terms, that is, they have not interpreted 
“maintenance” as the physical effort of 
upkeep but rather as the cost of upkeep. 
Hence the notion of depreciation as de- 
ferred maintenance, while it may be 
basically related to the notion of depreci- 
ation as physical deterioration, has not, 
so far as I am aware, been expressly pro- 
pounded in this physical sense. 

Another, perhaps related, point is that 
many physical assets are composed of 
parts which can be replaced when worn out 
or needing repair, sometimes to such an 
extent that over a period practically no 
part of the original object is functioning in 
the existing “asset.” As illustration, we 
might consider the case of an aircraft, in 
respect of which the keeping of meticulous 
records is prescribed by the regulations of 
the Department of Civil Aviation in the 
interests of safety and efficiency of opera- 
tion. I had an opportunity recently of 
inspecting some of these records kept by 
one of our major aircraft operating enter- 
prises, and, among other things, it was 


H. E. Hale, of. p. 403. 


pointed out that each component of each 
aircraft was represented in the main- 
tenance office by a card in such a way that 
at any time it could be known what part 
was in use, how long it had been in use in 
that or any other aircraft, when and from 
whom it was acquired, what repairs or 
modifications it had undergone, and when 
it was due for replacement. The only part 
of the aircraft which was not thus re- 
placeable was the center piece or fuselage 
—and it is conceivable that even that 
could be regarded as substitutable. 

In the light of such information, what is 
meant by saying that the rate of depreci- 
ation of an aircraft is, say, 20 per cent per 
annum? Is it valid, in this context, to 
think of an aeroplane as anything but a 
fictional unit set up for a peculiar purpose? 
And what is that purpose? 

When we say that an aircraft—or a 
motor vehicle, or a machine—is likely to 
last, say, five years, do we mean that it isa 
piece of equipment composed of parts, 
none of which will last more than five 
years? Or do we mean that it is a piece of 
equipment, of which a majority of the com- 
ponent parts or the principal functioning 
parts will last five years? And, in this case, 
what constitutes “a majority,” or “the 
principal functioning parts’? Or do we 
mean that it is a piece of equipment com- 
posed of parts, each or most of which lasts 
on average five years? 

If we translate the proposition into such 
terms as these, two questions arise: 


(i) What is the factual information on which 
the proposition is based? Is it sufficient to war- 
rant formulation in such terms? 

(ii) If the concept of an average is used, does 
not the validity of the proposition depend upon 
the breadth of the sample examined and upon the 
range; that is, upon the type of average adopted 
and the standard deviation? Is depreciation, in 
this sense, then a problem of statistics? 


It is recognized that in some industries 
and for some kinds of commodity the 
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average usage of items of equipment is 
empirically established. To take the air- 
craft operating field again as an example, a 
new item is used in the first place in 
accordance with the supplier’s recommen- 
dations, which are based upon empiri- 
cal tests applied by him; and this usage 
may be further modified by empirical tests 
undertaken by the operator himself. But 
there are, I feel, many instances in which 
adequate factual information relating to 
usage of fixed assets is not available, and 
there are probably also many instances 
in which the information, even though 
available in technical officers’ records, is 
not used by accountants in any way. I 
have also been informed that where rates 
of depreciation have to be determined for 
income tax purposes on new types of 
equipment, these rates are not the result of 
an act of creative imagination, but are 
based on an examination of what are 
usually called “the circumstances of the 
case’; in other words, some sort of empir- 
ical study is made as a result of which the 
rates are determined. And I am also in- 
formed that such rates are not utterly and 
inexorably fixed, but are subject to vari- 
ation on presentation of a reasoned—but 
not a capricious—argument. 

I have not yet, however, been able to 
discover how the first income tax schedule 
of depreciation rates in this country was 
determined, but it is interesting to notice 
that, although Peel re-introduced income 
tax into the United Kingdom in 1842, it 
was not until the Customs and Inland 
Revenue Act of 1878 that any deduction 
for depreciation was allowed at all for tax 
purposes. This act provided that “not- 
withstanding any provision to the contrary 
contained in any Act relating to Income- 
tax, the Commissioners shall ... allow 
such deduction as they may think just and 
reasonable as representing the diminished 
value by reason of wear and tear during the 
year of any machinery or plant used for the 


purposes of the concern. . . . ”™ The 1842 
Income Tax act allowed a deduction for 
actual expenditure on repairs and renewals 
if they did not exceed what was “usually 
expended for such purposes during an 
average of three years preceding,” and 
up to 1878 no allowance whatever was 
permitted for depreciation. In 1876 the 
principle of this refusal was confirmed by 
the case of Andrew Handyside & Company 
Ltd. The company had “set aside a sum 
out of their net profits, under the articles 
of association, for the purpose of meeting 
the depreciation of buildings, fixed plant, 
and machinery. The majority of the local 
Commissioners, being of the opinion ‘that 
persons in trade were equitably entitled to 
write off from their profits such a sum for 
depreciation, and that the amount claimed 
was fair and reasonable,’ decided in favour 
of the company. The Surveyor of Taxes, 
being dissatisfied with this decision, re- 
quested that the present case should be 
stated for the opinion of the Court.... 
This appeal was tried before three judges 
.. . who decided that the sum so set apart 
was in the nature of capital, and cannot be 
deducted from the profits liable to Income- 
tax... . Income-tax was legally charge- 
able on money reserved to make good de- 
terioration which had already occurred and 
was growing, but which as yet had not 
demanded actual renewals.”” It was 
apparently as a result of this decision that 
the deduction was allowed in the Customs 
and Inland Revenue Act of 1878. Mathe- 
son points out, rather drily perhaps, that 
“surveyors of taxes did not always draw 
the attention of manufacturers and others 
to the relief and allowances provided by 
this Act of 1878.” 

Other points that might be noted, in 


% Customs and Inland Revenue Act, 41 Vict., chap. 
15, Sec. 12. 

* Ewing Matheson: Depreciation of Factories, Mines 
and Industrial Undertakings and Their Valuation 
(Spon, London, 1884), pp. 26-7. 

23 Matheson, op. cit., p. 28. 
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passing, in this provision are, first, that the 
allowance is for “‘diminished value by wear 
and tear” and “depreciation” as such is 
not mentioned; second, that the act made 
no provision in relation to buildings; and 
third, that the amount of the deduction 
was to be determinable by the Commis- 
sioners. 


DEPRECIATION AS FALL IN VALUE 


Probably the most frequently expressed 
interpretation of depreciation is as a dim- 
inution in value of an asset. I am inclined 
to the opinion that historically the word 
was used in this sense before it was applied 
to that of physical deterioration, which 
seems to have been invariably expressed as 
wear and tear (or tear and wear) up to 
some time in the nineteenth century, and is 
often so expressed even today. Sometime 
about the middle of last century the notion 
of wear and tear—or physical deteriora- 
tion—and that of diminution in value 
coalesced in the word ‘‘depreciation.”’ Pro- 
fessor Littleton notes that “depreciation 
recieves mention as such”’ for the first time 
in a book by W. Inglish in 1861, who 
“says of buildings and machinery, ‘In such 
accounts, a yearly deduction of 5 and 10 
per cent requires to be made from original 
cost to allow for deterioration, or wear and 
tear.’ In the illustrative furniture account 
the explanation of the entry is: ‘By de- 
preciation 5 per cent carried to Trade 
Expenses.’ 

In the first book on depreciation, that 
of Ewing Matheson (an engineer), which 
appeared in 1884, the author remarks that 
“the term ‘depreciation,’ though not 
strictly accurate, was originally applied as 
a convenient form of expression for the 
phrase ‘diminution of value by reason of 
wear and tear.’ 

It is interesting to notice some diction- 


“A. C. Littleton: Accounting Evolution to 1900 
(American Institute Publishing Co., N. Y., 1933), p. 
226 


% Matheson, of. cé#., p. 1. 


ary definitions in this connection. The 
Oxford English Dictionary contains two 
meanings, viz., “Act of depreciating, 
(1) lowering of value; fall in exchangeable 
value (of money); (2) lowering in estima- 
tion; disparagement.” Some of the senses 
in which the word is now used in account- 
ing and business are perhaps extensions of 
the former of the meanings given, but they 
are applied to other categories than the 
monetary ones which seemed to be the 
main concern of the compilers of the OED, 
In the supplement published in 1933 to 
bring it up to date there is nothing more 
precise to help us. The case of Webster's 
(Merriam) Dictionary, however, is dif- 
ferent. Editions of this dictionary prior to 
that of 1943 contained meanings almost 
identical with those of the OED, but in the 
1943 edition a third sense was given for the 
first time, viz., 

“c. Acctg. Decline in value of an asset due to 


such causes as wear and tear, action of the ele- 
ments, obsolescence, and inadequacy.” 


Further, it included the following ad- 
ditional entry: 


“depreciation charge. Acctg. An annual charge 
to cover depreciation and obsolescence, usually 
in the form of a percentage, fixed in advance, of 
the cost of the property depreciated. Either the 
book value of the pieces of property themselves 
is reduced (straight line depreciation) or a capital 
liability set up (depreciation reserve) corresponding 
to the total amount. If cash and investments 
equal to this liability are accumulated so as to be 
able to pay for renewals as they become necessary, 
a depreciation fund in the strict sense of the term 
results.” 


Whether this description of a depreci- 
ation charge was supplied by an account- 
ant or whether it represents a layman’s 
interpretation of accountants’ writings, I 
do not know, but it can scarcely be re- 
garded as an accurate indication of the 
way in which the term is used in most 
current accounting literature. In the latest 
edition (1950) to which I have referred, 
this description has not been altered. 
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Although the trend in accounting litera- 
ture in recent years appears to have been 
somewhat away from expressing depreci- 
ation as a valuation concept, there is 
evidence that the notion is still held by 
some accounting writers. For example, in 
a recent English elementary text, the 
following statement appears: 

“All assets must be examined and valued at the 
end of each accounting period to discover how 
much loss has been sustained on them. . . . Assets 
such as machinery, buildings, office furniture, and 
motor vans, last a long time and appear in suc- 
cessive Balance Sheets. ... The fall in value of 
such assets is known as depreciation.” 


There can be little doubt that the valu- 
ation concept of depreciation has been 
historically significant. Professor Littleton 
points out that in the earlier period of 
accounting development ‘“‘even the best 
bookkeeping practice reflected a very 
simple concept of depreciation. The treat- 
ment accorded a depreciating property in 
the accounts was to enter it at the end of a 
period on the credit side ‘as if sold.’ ””” 
He cites John Mair’s Book-keeping Meth- 
odiz’d as being representative of the eight- 
eenth century and quotes his treatment 
of long-lived assets, which “were to be 
treated as mixed accounts much like a 
merchandise account; the inventory por- 
tion was carried forward and the remainder 
transferred to loss-and-gain.” And he 
continues that “it is not certain from 
Mair’s statement whether the ship or the 
house was to be shown on the credit side 
in closing the account at its then value or 
at its original cost,”’ and he points out that 
in a later text Mair uses the term “value” 
and concludes that “if ‘value’ was used 
then in the modern sense, any shrinkage or 
depreciation would be transmitted to 
profit-and-loss by carrying forward a de- 
creased amount as inventory or balance.’”* 

With great respect, I submit that there 


* A. Baston: Elements of Accounts (Gregg, London, 
1952), p. 88. 

7 Littleton, op. cit., p. 227. 

%8 Ibid. 
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is a danger of reading rather too much into 
some of the earlier writers on accounting, 
and a careful reading of the excerpt from 
Mair’s book as quoted by Professor Little- 
ton does not, in my opinion, provide 
evidence that Mair was thinking about 
depreciation in any of its senses. He is, 
indeed, dealing with the accounts of long- 
term assets—“ships, houses, or other 
possessions,”’ and his treatment is, briefly, 
to debit the account with ‘‘what they cost 
at first or are valued at” and all charges, 
such as repairs, etc., and to credit it with 
“either what they are sold or exchanged 
for, or the profits (that is, revenue, in 
modern terminology) arising from them; 
such as freight, rent, etc.”’ That is, the 
account is a mixed one, showing both 
(i) the asset cost and sale price, and 
(ii) revenue and charges. The charges in- 
clude “repairs or other expenses laid out 
upon them” (italics mine). Mair goes on 
to consider the three possible cases: 


(i) if there is no entry on the credit side, the 
account “‘is closed by being credited by Ballance”; 

(ii) if the asset is sold, the sale price is credited 
and the balance is the gain or loss made on the 
sale and is transferred to Profit and Loss; 

(iii) if the credit side “contain only the 
Freight, or Rent, in this Case, first charge the 
Ship, House, etc. Dr. to Profit and Loss, for the 
Freight, or Rent, and then close the Accompt 
with Ballance.” 


It seems clear, on reflection, that the 
balance of the account, in those cases 
(i) and (iii) where the asset was not sold, 
was to be the same as the opening debit, 
and what was transferred to profit and 
loss was simply the revenue and outlays 
recorded in the mixed account. A perusal 
of the illustrative accounts in Mair’s 
work confirms this. Not only in the 
long-term asset accounts is the closing 
balance the same as the initial debit of 
acquisition cost, but even in the merchan- 
dise accounts, wherever there is a balance 
on hand at balance date, the basis of 
“valuation” is invariably that of acqui- 
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sition cost.2* With this treatment, there 
can be no question of depreciation. Nor 
is there any suggestion in another eight- 
eenth century book which I have had an 
opportunity to examine (The Young Book- 
keeper’s Assistant, by Thomas Dilworth, 
1781) of any treatment which, so far as I 
can see, can be interpreted as an acknowl- 
edgment of depreciation. 

It is likely, however, that the treatment 
was somewhat varied in the early part of 
the nineteenth century. By 1849, at any 
rate, the question of difference in valuation 
of both merchandise and long-term assets 
at balance date was recognized by at least 
one text-book writer, who says, in relation 
to his set of illustrative ledger accounts, 
“in Balancing the accounts of Cotton and 
Ship Mars, recourse must be had to the 
value on hand of the former, and to the 
estimated value of the latter... by en- 
tering these on the Cr. sides before ascer- 
taining the Gain or Loss on these ac- 
counts.’*° According to the title page of 
this book (eighth edition) it was ‘‘recom- 
mended by eminent accountants ahd 
schoolmasters” and presumably reflected 
current practice. Unfortunately, the au- 
thor does not tell us How the value is to be 
obtained. 

Matheson, in his treatise of 1884, recog- 
nized “various methods of estimating the 
Depreciation of a Factory, and of record- 
ing alteration in value, but it may be said 
in regard to any of them that the object in 
view is, so to treat the nominal capital in 
the books of account that it shall always 
represent as nearly as possible the real 
value. Theoretically, the most effectual 
method of securing this would be, if it were 
feasible, to Re-value everything at stated 
intervals, and to write off whatever loss 
such valuations might reveal without re- 


22 John Mair: Book-keeping Methodis’d (Dublin, 
1748 edition). See ledger accounts pp. 124-159, and 
especially account of Ship Britannia on pp. 126-7. 

%C. Morrison: A Complete System of Practical 
Bookkeeping (London, 1849), pp. 204-5. 


gard to any prescribed rate. . . .”” But heis 
clearly aware of the difficulties. “Such a 
system, however, is not feasible, and is 
adopted only in factories where the trade 
and plant are of so simple or uniform a 
kind as to allow it without difficulty. ... 
The plan of valuing every year instead of 
adopting a depreciation rate, though it 
might appear the more perfect, is too 
tedious and expensive to be adopted. ... 
The next best plan, which is that generally 
followed ... is to establish average rates 
which can without much trouble be written 
off every year, to check the result by com- 
plete or partial valuation at longer inter- 
vals, and to adjust the depreciation rate 
if required.” 

Professor Bonbright presents two valu- 
ation concepts. The first he expresses thus: 
“The phenomenon of deterioration... 
may be responsible for a decline in value. 
... When thus used without restriction 
depreciation is exactly interchangeable 
with ‘fall in value’ and its meaning shifts 
with the shift in the meaning of value 
itself.... Even those accountants and 
appraisers, however, who define deprecia- 
tion in terms of fall in value, .. . ordi- 
narily ... limit it to those declines in 
value which they attribute to certain 
specific causes associated with what Hat- 
field . . . calls ‘the irresistible march to the 
junk heap.’ ’*? He describes the second, 
which is essentially that of an appraiser, as 
the difference between the present value 
of the old property and the present value 
of a hypothetical, new property. In this 
case, “depreciation is treated as a deduc- 
tion from replacement cost new, estimated 
as of the date of the valuation. Here the 
definition ‘fall in value’ is quite erroneous, 
and the fact that it is still current has 
given rise to serious confusion. Deprecia- 
tion should now refer to the difference 
between the present worth of the old and 


3t Matheson, op. cit., p. 35. 
"= Bonbright, op. cit., p. 35. 
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obsolescent asset and the present worth of 
the hypothetical, new and modern asset.’ 

When we come to ask what is this 
“value’’ that falls or varies and just how it 
is to be measured, we are faced with 
considerable difficulty. The question of the 
nature of value has had much more atten- 
tion from economists than from account- 
ants, and we must look to them for 
guidance. The earlier economists distin- 
guished between use-value and exchange- 
value, the latter of which was, broadly, 
measured by price. More recently, Pro- 
fessor L. M. Fraser* has distinguished 
four main senses in which the word 
“value”? may be used in economics, viz: 

(i) cost-value, i.e., normal costs of produc- 
tion; 

(ii) exchange-value, i.e., rate of exchange, or 
purchasing power, or exchange equiva- 
lent; 

(iii) use-value, i.e., usefulness or utility; 

(iv) esteem-value, i.e., relative (subjective) 
importance. 

He points out that these do not repre- 
sent four kinds of value: ‘“‘they are not 
different types of value (the concept), 
but different senses of ‘value’ (the word).””5 
(I must confess I cannot understand what 
he means when he says there are four 
different meanings of a word but neverthe- 
less only one concept. I should have 
thought that if a word has four different 
meanings it is used to communicate four 
different concepts. I cannot conceive how 
the word ‘‘concept” can be ligitimately 
used otherwise, unless we are going to 
invent “subconcepts.”’) 

What is meant, then, when depreciation 
is spoken of as a diminution of value or a 
change of value? It would appear that 
those who use the word in this way say, in 
effect that after a piece of equipment or 
similar asset has been acquired, something 
happens—it deteriorates through use, or 


8 Ibid. 
*%L. M. Fraser: Economic Thought and Language 
(A. & C. Black, London, 1937), pp. 56 ff. 
* Op. cit., p. 60. 
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through non-use, or it becomes obsolete or 
inadequate, and so on—as a result of 
which the change of ‘“‘value” takes place. 

It is difficult to see how this change can 
apply to Fraser’s “‘cost-value,” since the 
cost of production of a commodity can 
hardly be affected by events that take 
place after it has been completed and put 
into use. 

As to the second of these senses, it is 
submitted that the exchange-value of a 
long-term asset can only be positively 
determined at two points in its life—at its 
purchase and at its sale; that is, by an act 
of exchange. It is true that the owner of 
such an asset might obtain an idea of 
what it might be likely to bring if sold, 
by, say, calling for tenders; but this would 
be only an approximation: it would tell 
him what others are willing to offer for it, 
but in the absence of an actual exchange, 
it does not indicate what he would take for 
it, and the exchange value must be im- 
puted, not an actual price of the com- 
modity. 

The third sense, that of usefulness, 
appears to be based on the notion of 
physical use. A thing becomes less useful 
because it cannot be used as effectively as 
previously. Some assets, as already pointed 
out, may become more useful after some 
use. A diminution in usefulness is surely 
tantamount to either physical deteriora- 
tion of the asset or a change in the uses to 
which it is put, and if depreciation is used 
in this sense it amounts to physical deteri- 
oration, which we have already considered. 

If, however, something else is meant, if 
it is nevertheless insisted that an asset can 
be of less ‘‘value’’ because it is of less use, 
then surely this “value” can only be 
esteem-value—a subjective thing which 
can scarcely be objectively measured. If it 
is argued that because it is of less use it is 
likely to bring less on disposal, and there- 
fore it is of less value, then surely this 
“value’’ is exchange value, and the ques- 
tion of its being of less use is irrelevant— 
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the operative concept is the market price, 
not its usefulness. 

In my opinion, depreciation as a valu- 
ation concept should be eschewed by 
accountants because it is vague, inde- 
terminate and/or non-measurable. ‘““With- 
out qualification and clear definition, 
including specific and operationally feas- 
ible rules for measurement, the term has 
only subjective significance.” 


DEPRECIATION AS COST ALLOCATION 


The concept of depreciation as an allo- 
cation of cost is now so familiar as to need 
no introduction in this paper. I adduce 
merely two illustrations of the way in 
which it has been expressed. 

The two most authoritative expositions 
available are probably those of the Amer- 
ican Institute of Accountants and the 
Institute of Chartered Accountants in 
England and Wales. It is interesting to 
compare the official pronouncements of the 
councils of these bodies on this matter. 

In its Bulletin No. 22, issued in 1944, 
the committee of the American Institute 
of Accountants on Accounting Procedure 
indicated its position in the following 
words: 


“Depreciation accounting is a system of ac- 
counting which aims to distribute the cost or 
other basic value of tangible capital assets, less 
salvage (if any), over the estimated useful life of 
the unit (which may be a group of assets) in a 
systematic and rational manner. It is a process of 
allocation, not of valuation. Depreciation for the 
year is the portion of the total charge under such 
a system that is allocated to the year. Although 
the allocation may properly take into account 
occurrences during the year, it is not intended to 
be a measurement of the effect of all such occur- 
rences.”’ 


Recommendation No. IX of the Insti- 
tute of Chartered Accountants in England 
and Wales, issued in 1945, expressed the 
matter thus: 


%E. L. Kohler: A Dictionary for Accounianis 
(Prentice-Hall, N. Y., 1952), pp. 442-3. 


“Depreciation represents that part of the cost 
of a fixed asset to its owner which is not recovera- 
ble when the asset is finally put out of use by him, 
Provision against this loss of capital is an integral 
cost of conducting the business during the effective 
commercial life of the asset and is not dependent 
upon the amount of profit earned... . 

“There are several methods of apportioning 
depreciation as between the several financial 
periods which constitute the anticipated useful life 
of the asset....” 


It will be noted that the American 
bulletin unequivocally rejects the valu- 
ation concept and at the same time cen- 
sures the view that annual depreciation is 
necessarily a measure in monetary terms 
of physical deterioration or other “‘occur- 
rences during the year,” although it may 
take such factors into account. This latter 
point appears to be a possible, though not 
necessarily probable, source of weakness. 
What is meant by “‘systematic’’? And what 
by “‘rational’’? For these are the criteria by 
which the validity of allocation is to be 
judged. Would anyone, for example, have 
argued that, in the days when 20 per cent 
initial depreciation was allowed for tax- 
ation purposes, it was either unsystematic 
or irrational to allocate 20 per cent of the 
cost of an asset in the first year after its 
acquisition and the remainder over its 
estimated life? And if it is rational to 
allocate 20 per cent, would it not be equally 
rational to allocate 40 per cent, or 80 per 
cent, or even 100 per cent? After all, the 
difference between these cases is one of de- 
gree, which surely cannot be said to affect 
rationality. Or, if 100 per cent or 80 per 
cent is not rational, at what stage does the 
difference between reasonableness and un- 
reasonableness occur? There is no guide on 
this in the bulletin. We are told that de- 
preciation is an allocation of cost, and that 
this allocation may be related to ‘‘occur- 
rences during the year.” But if something 
may be done, there is also the possibility 
that it may not be done; and it is this 
possibility that is rather disturbing. 

The problem may, indeed, be insoluble. 
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For what do we know of what occurs to a 
piece of equipment or property during any 
given period? As already pointed out, the 
known objective facts about an asset are 
few. Between the points of acquisition and 
retirement there is, in respect of non- 
physical assets (such as a lease), nothing 
more; in respect of physical equipment 
there is usually a history of use (either 
regular or sporadic), maintenance (pos- 
sibly regular but often irregular), and re- 
pair (almost always variable). So far as I 
know, there are relatively very few in- 
stances where adequate records of this 
kind of history are kept. Even the sug- 
gested forms of fixed asset registers ap- 
pearing in some of the most advanced 
writings in accounting, while they provide 
for the recording of such things as addi- 
tions and improvements to particular as- 
sets or groups of assets, do not appear to 
provide for the detailed historical record- 
ing of use, maintenance and repair, whether 
in monetary or physical terms. 

The essential notion in the English rec- 
ommendation is, I think, the same as that 
expressed in the American bulletin. An 
amount representing the original outlay 
less the recovery on retirement is to be 
apportioned over the financial periods in 
between. The English pronouncement is 
open to this comment. In their definition, 
depreciation is “part” of a “‘cost’’; in a 
later part of the recommendation, there 
is reference to ‘Freehold buildings, plant 
and machinery, tools and equipment, 
ships, transport, vehicles and similar 
assets which are subject to depreciation by 
reason of their employment in the busi- 
ness.” It seems clear that in this latter 
expression “depreciation” is not being 
used in the way in which it was defined; it 
is being used here to suggest a process or 
something that happens, whereas it was 
defined as a result of a happening. Sub- 
stitute the definition for the word in the 
later passage and the point becomes 
obvious. It does seem unfortunate that, in 
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a recommendation specifically intended to 
clarify the nature and treatment of de- 
preciation, the word itself should have 
been thus used with two different mean- 
ings. 

There are some other unresolved points 
in connection with the concept of cost- 
allocation that warrant some considera- 
tion. It should be noted that the idea of 
allocation of cost has a wider application 
than this one of a periodic charge of fixed 
asset cost. Units of activity other than that 
of a period may be and are frequently 
adopted. One might, for example, allocate 
the cost of a motor vehicle over the num- 
ber of miles travelled or an item of equip- 
ment over units of output; and this could 
be done over its effective life or over a 
given period within its effective life. In 
practice allocation of cost is frequently 
made by superimposing, so to speak, one 
unit of activity on another, and in this 
procedure systematic and rational bases 
are normally used. But however rational 
the criteria for allocation may be, they 
are nevertheless arbitrary, in the sense 
that each allocation represents a selection, 
determined in accordance with human 
judgment, out of several possible criteria, 
some of which may be regarded as having 
equal validity with the one selected. I 
think it is wise to recognize this element of 
arbitrariness, not because there is any- 
thing necessarily objectionable about mak- 
ing arbitrary decisions, but to avoid being 
misled into thinking that because some- 
thing appears reasonable it therefore cor- 
responds to objectively verifiable occur- 
rences. 

Another point I should like to raise is 
the matter of the residual return on re- 
tirement of an asset. It seems to be almost 
universally agreed amongst writers on 
this subject that the salvage or scrap re- 
turn should be taken into acccount as a 
factor in determining the rate of the de- 
preciation charge. In assessing this rate 
there is usually only one objectively known 
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datum—the original outlay on the asset. 
The period of effective life and the residual 
return constitute two unknowns. We are 
frequently reminded that an accountant 
“is not gifted with prophetic powers.” 
Whose job is it, in practice, to forecast the 
residual return from an asset on disposal 
at some future date? Can the engineer do 
it? Can the executive manager? Can any- 
body? Would it not be desirable to reduce, 
if possible, the number of unknowns in the 
assessment of a depreciation charge? I 
wonder, too, whether, at the time and for 
the purpose of acquisition, the disposal re- 
turn usually enters into the calculations of 
the person who buys the asset for com- 
mercial purposes. What I am trying to 
suggest is that the assessment of this re- 
sidual return on disposal of an asset at 
some indeterminate future point of time 
is doubly based on estimate: it involves an 
estimate of the period of effective life of 
the asset and an estimate of the move- 
ment of prices for second-hand com- 
modities of the particular type. Would it 
not be equally reasonable, and perhaps 
more systematic, to regard such return as 
either (i) a windfall gain when it occurs, to 
be treated then as a non-operating item— 
we now treat the difference between re- 
sidual return and written-down “value,” 
or (ii) as a set-off against the cost of the 
asset (if any) replacing it when disposed of? 

In favor of the latter treatment is the 
consideration that prices of new and sec- 
ond-hand units of the same kind ruling 
at the time of disposal are likely to be con- 
sistent with each other, but they bear no 
definitive relation to prices of several years 
before. And, indeed, this is not so revolu- 
tionary a suggestion as it might seem at 
first sight. Writers, on the topic of differ- 
ential costs, for example, often use illustra- 
tions in which, for purposes of determin- 
ing whether replacement of an asset is 
desirable, the second-hand price of the 
existing equipment is set off against the 


cost of the proposed equipment and the 
difference is regarded as one of the signif- 
icant factors in resolving the problem. If 
such a procedure is satisfactory for one 
phase of accounting endeavor, it may well 
be satisfactory for another. It is interest- 
ing to note, in passing, that the words 
“less salvage (if any)” in the American 
research Bulletin No 22 were not included 
in the original definition submitted in 
Bulletin No. 20, issued by the committee 
six months earlier. 

Another point is the question: Why do 
we allocate cost at all? So far as the ac- 
counting procedures are concerned, the 
currently accepted reply appears to be that 
the cost of long-term assets is spread as 
part of the procedure of matching periodic 
revenues and appropriate charges against 
those revenues. I admit that this is rea- 
sonable and practicable, but I submit that 
it is little more. Can we be sure that it 
would not be equally reasonable to write 
off the cost of a long-term asset in the first 
period after its acquisition—or the last? 
We say that this should not be done be- 
cause the asset is used over the period, and, 
because the asset is so used, therefore the 
cost should be apportioned according to 
the use. The services which are embodied 
in the physical—or non-physical—asset 
are yielded up through its use. This is un- 
questionably reasonable, and I am all in 
favor of reason. But it is also based upon 
assumptions: the assumptions (a) that the 
benefits are proportional to an estimated 
usage rate, and (b) that it is possible to 
measure the benefits derived from such 
assets. And I am all in favor of assump- 
tions being brought out into the open for 
critical inspection. Let us be sure that in 
so allocating cost we are not merely adopt- 
ing a device for the purpose of evening out 
what might otherwise be very uneven re- 
sults. Let us be sure that in following rea- 
son we do not fall into the practice of 
rationalization. 
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There is one point more, and I can do 
little more than mention it, although it is 
the central point in current controversy. 
This is: What cost should be allocated? On 
the one hand we have those who advocate 
that historical cost, that is, the known 
original money outlay, is the amount that 
should be allocated. On the other hand we 
have those who advocate that the basis 
should be replacement cost and that the 
provision for depreciation should repre- 
sent a cumulative estimate of the cost of 
replacing the physical asset. 

The problem is by no means one that 
has arisen only in recent years. In 1934, 
R. F. Fowler wrote a book*? which set out 
the basic points in the replacement argu- 
ment. Eminent accountants have written 
and spoken on each side of the con- 
troversy; the American Institute of Ac- 
countants and the Institute of Chartered 
Accountants in England and Wales have 
issued statements affirming general adher- 
ence to the historical cost basis. Argu- 
ments and counter-arguments have ap- 
peared in every major accountancy journal 
in the English-speaking world. The dis- 
cussion is part of the wider issue of ac- 
counting for price-level changes and is far 
from finalized. 

Into this controversy I do not wish to 
enter at this stage, except to suggest that 
the replacement argument appears to be 
based on the proposition that the accu- 
mulated charges for depreciation are in- 
tended to provide resources for the re- 
placement of long-term assets in due 
course, so that the “real” capital shall be 
kept “intact.” I have never been able to 
understand what is meant precisely by the 
word “real’’ in this kind of context, and I 
am not sure whether the proponents of 
this argument intend to imply replace- 
ment by identical assets, which rather sug- 


"R. F. Fowler: The Depreciation of Capital (P. S. 
& Son, London, 1934). setts 


gest a non-progressive state of affairs, or 
replacement by improved assets, which, to 
my mind, is not quite the same as keeping 
something intact. And I think, it is true to 
say that those who advocate continuance 
of the use of historical cost as a basis for 
allocation would agree to the setting up 
of adequate replacement reserves in times 
of rising prices in order to ensure continu- 
ity of effective operations despite those 
rises. It may be pointed out, too, that ad- 
justment of charges according to current 
replacement costs is not sufficient to meet 
the required objective. If full replacement 
is to be “provided,” it is necessary to make 
a retrospective cumulative adjustment at 
the end of each period, so that by the time 
of replacement the effect is the same as if 
actual replacement costs were known at 
the time of acquisition of the asset. 

I think if might be well to look beyond 
the balance sheet position. In a period of 
rising prices, if one of two companies in 
the same competitive field makes its 
charges on the basis of historical costs and 
the other on replacement basis, would not 
the former, through its lower charges, be 
in a better position to compete, to get 
greater sales and, hence, greater profit out 
of which the required additional replace- 
ment reserves could be set up? So that, 
under any given set of conditions, the net 
position of the two companies, so far as re- 
placement of the assets is concerned, 
would be much the same? And, in a period 
of falling prices, would not the places of the 
companies be reversed, with, once again, 
much the same result? 

It will, of course, be argued against this 
that it is unrealistic because it ignores the 
relative incidence of taxation and dividend 
policy at different points of time. But is 
this not, perhaps, the essential point in the 
controversy?—that perhaps it is not a 
problem of accounting principle or pro- 
cedure at all but a problem of managerial 
judgment. And, if we assume, for a mo- 
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ment, that the application of the replace- 
ment cost basis will result in decreased tax 
in a period of rising prices, can we believe 
it very unlikely that the taxing authori- 
ties will refrain for long from raising the 
rate of tax in order to obtain the required 
quantum of resources for public expend- 
iture? 

I rather suspect that, when we shall be 
able to view this whole matter in its proper 
perspective, we shall begin to wonder what 
all the controversy was about. 


CONCLUSION 


The principal functions in accounting are 
usually recognized as being those of re- 
cording, reporting and interpreting. But 
underlying all these is the necessity for 
measuring. The problem facing the ac- 
countant is that of measuring something. 
He therefore needs concepts which are ca- 
pable of measurement. In charging “de- 
preciation,”’’ accountants purport to mea- 
sure something. What is it? 

If it is some physical event or series of 
events, the fact is that we don’t know 
about what we might call the physical be- 
haviour of specific long-term assets to 
consider any interpretation or policy of 
charging “depreciation” as being beyond 
attack. We need more “factual’’ data 
through empirical studies of different kinds 
of equipment: adequate plant and fixed 
asset registers, which should be more de- 
tailed than those at present suggested in 
most text books, would be a starting point. 

In the meantime, let us try to avoid 
deluding ourselves and others on what we 
mean. If, by “charging depreciation” we 
mean an allocation of historical cost, I 
suggest that we use words (such as “cost- 
allocation” and “proportion of cost allo- 
cated against past revenue”) which will 
convey this meaning. If we mean attempt- 
ing to provide resources for future replace- 


ment of assets, why not use words (suchas 
“provision for future replacement”’) which 
will bring this meaning out? If we mean 
adjustment to present market costs, why 
not use words which say so; if we mean 
estimate of wearing out, let us indicate 
this clearly and unequivocally. To use a 
word like “depreciation” or a phrase like 
“provision for depreciation” which is now 
so confused is not quite fair to ourselves or 
to the readers of our statements and re- 
ports. By avoiding the use of these words, 
some of us may be compelled to examine 
our words and our concepts more closely, 
and this, I feel sure, will promote precision 
in the use of terminology. It might mean 
some hard thinking for some of us, but are 
not accountants accustomed to hard think- 
ing? Or are they? 

What I have tried to show in this paper 
is that there is not necessarily a one/one 
relationship between a word and its mean- 
ing—which is, of course, obvious and 
should be quite unnecessary were it not 
for the fact that so many writers and 
speakers use a word—such as “‘deprecia- 
tion,”’ but there are many others—as if it 
had only one meaning, namely, the one 
that they are imposing on it in their own 
immediate context. Unless they make it 
perfectly clear in which of the several 
senses they are using their words, there is 
failure in communication between them 
and their readers or listeners. 

Finally, I seem to have raised many 
questions and answered few. It may be 
thought that the function of a research 
paper is to answer questions rather than to 
ask them. But I take, if not the opposite 
view, at any rate a different view. The first 
objective in research, as I see it, is to ask 
questions, for unless questions are asked 
they will never be answered. In my opin- 
ion, research can only flourish in an atmos 
phere of intellectual inquiry. 
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AN ANALYSIS OF MISSOURIS UTILITY 
EARNINGS AND RATE BASE 
FORMULA—A REJOINDER 


Harowp G. AVERY 
Professor, Union College 


HE MATTER of General Order No. 
38A of the Missouri Public Service 
Commission relating to its rate- 
making policies and practices needs further 
interpretation and review in answer toan 
analysis given it by Professor Krebs in an 
article appearing in the July, 1954 issue of 
THE ACCOUNTING REviEw. Although con- 
cluding that “the Missouri rate base and 
earnings formula is definitely a step in the 
right direction, because, at present, it 
permits a needed increase in permitted 
earnings of utilities,’’ Professor Krebs dis- 
agreed for the most part with the reasoning 
advanced by the Commission for the issu- 
ance of Order No. 38A. The present writer 
is inclined to believe that the Commis- 
sion’s order merits a more pragmatic and 
less hypothetical treatment in order to set 
forth the issues in the case. It is also be- 
lieved that the formula is definitely a step 
in the right direction, not because it recog- 
nizes the need for increased earnings, but 
because it more actually reflects the facts 
relative to depreciation accountability. 
The purpose of this paper is to outline 
briefly some of the economic and account- 
ing principles that were observed by the 
Missouri Commission in order to arrive at 
their “anounced policy relating to the 
establishment of the utility rate base in 
future proceedings.” The order was not 
unanimous, since one member dissented in 
a separate opinion. Both the concurrent 
and dissenting doctrines will be examined. 
General Order No. 38A was cancelled, 
and was superseded by Case No. 10723 
on December 28, 1945, effective January 
31, 1946. The material for this paper is 
taken primarily from Case No. 10723, 


found in Volume 62, Public Utility Regula- 
tions (New Series), pages 129-142. Any 
particular implication or reference in this 
hearing will be indicated by the page num- 
ber shown in parentheses. References to 
Professor Krebs’s article in the July, 1954 
issue of THE ACCOUNTING REVIEW will 
also be shown in parentheses with the page 
number preceded by AR. 

The purpose of the new rules and regula- 
tions was first, to establish a rate base pred- 
icated on original cost; and secondly, to 
consider income from the investment of 
moneys in depreciation reserve funds in 
the fixing of rates. It was believed by the 
Commission that these practices and 
policies will be in the direction of reducing 
the over-all cost of service to the consumer 
and also will be of advantage to the util- 
ities. (139) 


I 


There were a number of reasons ad- 
vanced by the Missouri Commission to 
substantiate the original-cost rate base. 
Original cost can be fixed with a minimum 
of delay, and, once it has been established, 
original cost can be maintained on a cur- 
rent basis in the continuing property rec- 
ords of the utility. The Commission was 
also of the opinion “that original cost 
avoids the inflationary effects of reproduc- 
tion cost in the establishment of the rate 
base.” (138) The rate base will be more 
stable and exact, not only for rate-making 
purposes, but also for making future 
plans. Finally, the capital requirements of 
the utility can be more effectively fulfilled 
if the rate structure is stabilized. 

A fair and equitable rate structure can 
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be established on an undepreciated origi- 
nal-cost basis, in lieu of the more common 
procedure of determining the rate base on 
a net original cost standard, i.e., original 
cost less reserve for depreciation. Depreci- 
ation expense, or the amount of original 
plant cost consumed by the utility in pro- 
viding service to the customer, is contained 
as part of the rate structure. The consumer 
in payment for his service reimburses the 
utility for the plant costs assigned to cur- 
rent production, although it must be 
emphasized that this represents actual re- 
imbursement only if the utility earns the 
allowable rate of return during the life of 
the plant assets. The funds collected from 
the consumers are measured and accounted 
for in the reserve for depreciation account, 
which appears in the liability section of the 
balance sheet. The funds are ultimately to 
be used in the replacement of fully- 
depreciated and worn out and obsolete 
plant. The replacement or addition to 
plant is paid for out of the cash account; 
the reserve for depreciation account is 
charged with the retirement. Therefore, 
the reserve for depreciation is not a valua- 
tion account, since the balance does not 
purport to measure the amount of depreci- 
ation of the property. The reserve account 
measures the amount of funds collected 
from the customers, which is temporarily 
being used by the utility for some purpose 
other than for the replacement of depreci- 
ated and obsolete equipment. The reserve 
should be stated as a liability because it 
represents a source of funds for which, 
under present legal and regulatory con- 
cepts, the utility is accountable to the 
consumer. 

If undepreciated cost is used for the 
determination of a rate base, it is reason- 
able to believe that proper credit should 
be given the consumer by the utility for 
the use of the depreciation funds repre- 
sented by the reserve and not being used 
for plant replacement. 


The Commission required that an ap- 
propriate credit must be given with respect 
to the use of depreciation funds, and that 
such credit must take the form of a reduc- 
tion in the operating expense of the utility, 
the resulting effect being a decrease in the 
amount of allowable return. 

The policy of the Commission was to 
fix the utility rate base on the undepreci- 
ated original cost of the utility property 
used and useful in the public service, to 
which was added materials and supplies 
and a reasonable allowance for cash work- 
ing capital. (134) “With such a rate base, 
‘income from the investment of moneys in 
depreciation funds’ may be appropriately 
recognized.” (134) 

Let us assume the following facts and 
compare the above circumstances with the 
net original cost base (original cost less 
depreciation reserve) in calculating a rea- 
sonable return: 


Assets 
Original Plant Cost........... $ 950,000 
Materials and Supplies. . . 30, 
Cash and Other Assets 20,000 
$1,000,000 
Liabilities and Capital 
Common Stock....... oe $ 300,000 
Preferred Stock........... 100,000 
300 ,000 
Reserve for Depreciation. ..... 200 ,000 
Earned Surplus... . 100 ,000 
ALLOWABLE RETURN 
Missouri 
Commis- 
sion’s Net 
Undepre- Basis 
ciated 
Cost 
Basis 


Undepreciated Cost Basis. $1,000,000 $1,000,000 


Reserve for Depreciation . 200 ,000 
Depreciated Cost........ $ 800,000 
Return at 6%........... $ 60,000 $ 48,000 
Interest on Dep’n Funds 

6,000 
$ 54,000 $ 48,000 
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The above illustration shows that the 
allowable return under the Commission’s 
order would amount to $54,000, compared 
with $48,000 on a net original cost basis. It 
is assumed here that a six per cent rate isa 
reasonable return on the rate base, and 
three per cent (the Commission’s figure) is 
a fair rate of return to be allowed the cus- 
tomer for the use of the depreciation funds. 
Let us examine the significance of the 
above calculations. 

It seemed to the writer that all Profes- 
sor Krebs was saying in his calculation 
“for study purposes only” was to point 
out the fact that the returns on the net 
basis in the above illustration would ‘‘coin- 
cide exactly”’ with the net return on an un- 
depreciated cost basis if the plant assets 
were 50 per cent underdepreciated, that is, 
the reserve for depreciation account under 
the net basis would contain only $100,000 
instead of $200,000. This is the result of 
mathematically equating the return on the 
depreciation reserve to an original cost 
less depreciation basis, but it is not indica- 
tive of the reasoning of the Missouri Com- 
mission. Equal results would follow if the 
six per cent return on the undepreciated 
cost basis were reduced by ten per cent to 
a 5.4 per cent basis. These variations are 
based on mathematical manipulation 
rather than on logical interpretation. 

The Commission specifically stated that 
the recognition of income arising from 
depreciation funds was a rate-making 
matter and not an accounting require- 
ment. The utilities were required, how- 
ever, to submit reports and schedules 
to the Commission periodically which in- 
cluded among other things that may be 
prescribed “‘(1) the principal amount of 
depreciation funds as represented by 
balances in depreciation reserve accounts; 
(2) any adjustments of such depreciation 
funds and accounts...; and (3) the 
amount of income from investment of 
moneys in depreciation funds computed 


at a rate of 3 per cent per annum, or such 
other rate as may be prescribed....” 
(140) 


II 


One of the most difficult questions with 
which the Commission had to cope was the 
determination of the income from the 
moneys contained in the depreciation 
fund. In order to resolve the question the 
problem was divided into two parts: (1) 
the fixing of the principal amount of the 
depreciation fund; and (2) the establish- 
ment of an interest rate to measure the 
income attributable to the depreciation 
fund, once the principal amount had been 
ascertained. 

Depreciation, according to the Com- 
mission, “represents the consumption in 
service of the utility property and is part of 
the cost of the services rendered.” (135) 
The rates paid by the customers, therefore, 
include depreciation as part of the cost of 
service, together with all the other costs plus 
a fair return on the capital investment. 
Depreciation accounting results in the 
accumulation of funds, which are meas- 
ured currently by credits to the deprecia- 
tion reserve accounts. These funds are 
dedicated to the replacement of worn out 
and obsolete plant equipment. The depreci- 
ation funds are not earmarked or set aside 
in a trust or depreciation fund account for 
special legal and administrative treat- 
ment; instead, the funds flow through the 
cash account after having been collected 
from the customers, and are used by the 
utilities for various purposes until they 
are required to replace the plant assets. 
In a sense the funds are borrowed tempo- 
rarily from the reserve account and used for 
additional plant and working capital, in- 
vestment in securities, and even for pay- 
ment of principal on long-term obligations. 
Nevertheless, the primary purpose of these 
funds for which the management is held 
strictly accountable is the rehabilitation 
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and replacement of the utility depreciable 
property. The depreciation funds as meas- 
ured by the reserves are a part of the 
capital investment—that part of the 
plant which has been charged to the cost 
of providing the utility service and which 
at present has not been replaced. If the 
reserve account contains a credit adjust- 
ment which has been appropriated from 
that part of the surplus not arising from 
operating income, the Missouri Commis- 
sion has ordered that this type of adjust- 
ment shall be eliminated from the reserve 
accounts as part of the depreciation fund 
under consideration. From the viewpoint 
of equity, that part of the depreciation re- 
serve which has not been recovered from 
the customers by reason of earnings falling 
below the allowable return should also be 
deducted. 
The next point to be examined is the 
fixing of an interest rate that the utilities 
shall be required to pay for the use of de- 
preciation funds. A philosophy must be 
established to justify the payment of in- 
terest on the use of one’s own money, since 
legally and in fact these funds belong to 
the utility. If the rate base is calculated on 
undepreciated plant, then the utility has 
been permitted to earn a fair return on its 
total fixed plant investment and revenues 
collected from the customers contain the 
amount allowed as the depreciation cost. 
If this cost could be ascertained on an out- 
of-pocket cash basis and the plant restored 
to its original cost basis from day to day 
or week to week, no depreciation funds as 
measured by the reserve accounts would 
exist. Depreciation thus would be likened 
to wages and fuel. However, such is not 
the reality of the case. Sometimes the plant 
fixed assets will not be replaced for many 
decades. In the meantime, the deprecia- 
tion funds have accumulated to a sizeable 
amount, with a concomitant increase in 
the reserve for depreciation account. 
The Commission accepted the theory 


that these depreciation funds are, in prac- 
tical effect, held by the utility pending re- 
placement of the property, and that the 
utility should recognize a risk-free rate of 
return for the use of these funds in the 
establishment of rates for its service. The 
utility assumes all the hazards of owner- 
ship in the management and operation of 
the utility property, including the risk of 
having earnings fall below a fair rate of 
return or the danger of sustaining losses. 
Utilities as an industry are not immune to 
bankruptcy. The consumers, on the other 
hand, assume no responsibilites whatever 
in the management and operation of the 
property, including the amount contained 
in the depreciation fund. It is contended, 
therefore, that the utilities should receive 
compensation for the risk borne in the 
proper management of the reinvestment 
of these funds. The Commission further 
maintained that the customers, in turn, 
were entitled to share in the income 
arising from depreciation moneys in a man- 
ner equivalent to compensation paid to 
lenders for the use of temporary funds. 

Our example above assumes that a 
utility is permitted to earn a fair and rea- 
sonable return of six per cent on an unde- 
preciated property base. This rate osten- 
sibly represents the payment to the utility 
for all the risks and fortuities connected 
with the ownership and management of 
utility property. Thus, the interest rate 
would be less than six per cent for the use 
of risk-free capital—how much less is a 
matter of judgment. After carefully weigh- 
ing all the economic and financial factors. 
the Missouri Commission fixed three per 
cent per annum as the interest rate repre- 
senting adequate and just compensation 
to the consumers who supplied the moneys 
in the depreciation fund. 

Let us analyze the significance of the 
depreciation fund and the interest pay- 
ment to the customers for the temporary 
use of the moneys. It is apparent that the 
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utility receives an additional three per cent 
return annually for the management and 
investment of the funds represented by the 
depreciation reserve—six per cent on the 
undepreciated rate base !ess the three per 
cent allowed the customers. This is exactly 
the same result as would follow if the util- 
ities were permitted a three per cent re- 
turn on the depreciation funds, in addition 
to the six per cent return calculated on a 
depreciated rate base. The theory in the 
latter case is that the utilities should be 
reimbursed for assuming the hazards and 
pitfalls associated with the management 
and investment of the depreciation funds 
until the time they are used for plant re- 
placement. 


III 


The single dissenting opinion to the 
Commission’s order deserves a summary 
review. Commissioner Wilson believed 
that the order was unlawful] and exceeded 
the powers of the Commission; his lack of 
concurrence, therefore, rested entirely on 
his interpretation of legal concepts, rather 
than accounting and economic considera- 
tions. 

“The power of the Commission to make 
orders relative to the depreciation reserve 
of the company is conferred by statute.” 
(140) It was believed that the language of 
the statute did not confer upon the Com- 
mission the right ‘‘to fix a rate for earnings 
upon the depreciation account,” if the 
straight-line method for calculating de- 
preciation was provided. This aspect of the 
statute was thought to apply, however, in 
cases where utilities applied the sinking- 
fund method in their depreciation calcula- 
tions. This reasoning is explained by the 
fact that the Commission was originally 
considered to have jurisdiction over mu- 
nicipally owned utilities whose deprecia- 
tion requirements were generally estab- 
lished under mortgage terms containing a 
sinking fund provision. 


A literal interpretation of the statutes 
also “contemplates that depreciation re- 
quirements shall be fixed by the Commis- 
sion for each utility singly and not col- 
lectively.’’ (142) Therefore, it was believed 
that the matter contained in this ruling 
was not a proper subject for a general 
order, since the jurisdiction of the Com- 
mission over the depreciation reserve 
should be exercised in individual cases and 
not applied in the aggregate. 

The order was further objectionable in 
the dissenting opinion because of the 
power the Commission exercised over the 
investment of the depreciation funds. It 
was contended that “if the depreciation 
account is not invested and there are no 
earnings, then the fixing of 3 per cent is 
confiscatory and for that reason unlawful.” 
(142) 

Finally, the statute sections in the in- 
stant case apply to the properties of the 
gas, electric, water, telegraph, telephone, 
and heating utilities. A similar section in 
the revised statutes of Missouri applies to 
railroad corporations, street railroad cor- 
porations, and common carriers, but the 
latter utilities are not included in the gen- 
eral order, and for that reason the order is 
believed discriminatory. 


IV 


The Commission’s order, in addition to 
representing a forward step in the promo- 
tion of more efficient public utility regula- 
tion, also is a pioneering attempt to apply 
depreciation accounting in a more equi- 
table and realistic manner. The order con- 
tains recognition of management’s ac- 
countability for depreciation funds, pre- 
sents a refinement of the theory of depreci- 
ation accounting, and reveals fresh think- 
ing in an attempt to solve a difficult and 
complex problem. 

The undepreciated rate base theory is 
not so much a carry-over from the days 
of retirement and retirement reserve ac- 
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counting as it is from the recognition that 
the depreciation reserve does not and can- 
not represent the factual depreciation of 
the assets. The amounts initially accrued 
in the reserve constitute funds collected 
from the customers (provided of course 
that a fair rate of return was being real- 
ized) to be used in replacing plant property 
after actual losses have been sustained. 
These funds, more or less in the nature of a 
trust, should be permitted to earn a non- 
risk rate of return for the customers up to 
the time they are actually disbursed to 
offset property retirements. 

It seems more reasonable to suppose 
that the undepreciated rate base theory 
(and its concomitant notion of a non-risk 
bearing reserve) is a more refined applica- 
tion of depreciation accounting, which 
gives proper recognition to the real nature 
of the transaction. Professor Krebs 
thought that “it is more than likely that 
the Missouri concept grew, at least in 
part, out of the philosophy behind the 
original sinking fund method of deprecia- 
tion, even though an actual sinking fund 
as such was not contemplated.” (AR 431) 

Considerable testimony was introduced 
in the record to fix a rate of interest on the 
moneys contained in such depreciation 
funds for the purpose of determining the 
amount to be applied in the reduction of 
the annual charges to operating income of 
the utilities. The rate established in the 
order was 3 per cent per annum. Although 
“taking into consideration the fact that 
the utilities at times, varying with eco- 
nomic conditions, are not able to invest 
depreciation reserve funds in income-pro- 
ducing assets,”” the Commission gave 
weight to the testimony of witnesses for the 
utilities who pointed out that the cost of 
money was “largely dependent on the 
element of risk,’’ and that there is “less 
risk associated with depreciation funds 
than with any class of utility capital, even 
first mortgage bonds.” (136) It must be 


pointed out here that there is even less 
risk for the customers than for the utility. 
These witnesses further pointed out the 
trust character of depreciation funds and 
asserted that “the interest rate of govern- 
ment securities most nearly reflects the 
worth of trust funds and the risks associ- 
ated with trust funds.” (136) Therefore, 
3 per cent per annum was adopted on a 
basis more nearly approaching a rate that 
reflects the investment of funds where no 
risk is involved than a rate based primar- 
ily on economic phenomena. 

It is not a fair characterization of the 
Commission’s Order to assume a partially 
depreciated or an under-depreciated rate 
base because it means the introduction 
of another variable into the problem. The 
reserve for depreciation that is used in the 
determination of a fully depreciated rate 
base is not a factual concept. The credits 
to the reserve are a result of estimates; 
the debits represent property retired on an 
actual original cost base less net salvage. 
A fully depreciated rate base contains 
many elements of conjecture; and the rate 
base (from one point of view) might be 
considered to represent either an under- or 
over-depreciated rate base, depending upon 
the acceptance of the estimated deprecia- 
tion charges less ultimate net salvage as 
representative of the true loss of the 
property. The degree by which an under- 
depreciated or partially depreciated rate 
base is measured—based on the original 
cost of the assets minus the reserve for 
depreciation—is an arithmetical polemic 
and, therefore, is not a just study in il- 
lustrating the unfavorable aspects of the 
Commission’s Order. 

From an accounting point of view the 
Order involves a credit to operating rev- 
enues or operating expenses (above the 
line) for the 3 per cent return on the 
balance in the depreciation reserve, and a 
charge to miscellaneous income deductions 
for an offsetting amount (below the line); 
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Utility Earnings and Rate Base—A Rejoinder 


thus the utility is required to reimburse 
the customers for the use of funds repre- 
sented in the depreciation reserve at a non- 
risk interest rate, and at the same time, 
the utility is permitted to earn a risk-bear- 
ing rate of return on the undepreciated 
original cost of the property. The real 
issue in the problem is one of equity and 
not of deductibility; since it is not neces- 
sarily a question of establishing the proper 
depreciated rate base, but a question of 
determining an equitable standard for 
apportioning the burden of risk as_be- 
tween the utility management and the 
consumer. 
V 

Professor Krebs has taken the view 
that the Missouri Order (1) “‘is essentially 
but not entirely unjustified” under condi- 
tions which presuppose a static price level 
and an original cost doctrine; and (2) “‘ac- 
complishes results which may be looked 
upon as being economically and socially 
sound and equitable” in periods of infla- 
tion or inflationary pressure when the 
rigid application of an original cost doc- 
trine is not reasonable. (AR 434) 

The Order is alleged to be inconsistent 
with the original cost concept, if the latter 
doctrine is to be completely acceptable. 
Either a partially depreciated rate base 
has been introduced, in effect, by the 
Order, or a variation of the compound 
interest method of depreciation has been 
applied with an incorrect rate of interest. 
Professor Krebs believed that in either 
case ‘‘the utility may accordingly be al- 
lowed by law to earn a figure in excess of 
the equitable amount,... based upon 
certain rather rigid assumptions.” (AR 
434) 

Let us examine the Commission’s as- 
sumptions for a moment. The Commis- 
sion ascertained the principal amount of 
depreciation funds as ‘exactly represented 
by the balances in the utilities’ deprecia- 
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tion reserves, which are provided from 
operating income.” (134) The fund and 
reserve are two distinct concepts. The fund 
consists of cash collected from the cus- 
tomers. It may be deposited in a deprecia- 
tion or trust fund where it will be repre- 
sented by cash and marketable securities, 
the principal and interest being used if and 
when plant additions and replacements 
are made. However, this is not the pro- 
cedure in accounting for depreciation 
funds either in the Order or in practice. 
Instead, the funds collected from the cus- 
tomers, metaphorically, can be likened to 
a stream of money flowing through the 
cash account, where it may be used for 
working capital of all kinds on a temporary 
basis, and for plant expenditures even- 
tually. 

The depreciation reserve, on the other 
hand, increases accordingly as charges 
to expense are made, and decreases as 
plant assets are retired. If no plant retire- 
ments are made (charges to the reserve) 
and no replacements or additions to plant 
are effected (credits to cash)—then it can 
be assumed that the depreciation funds, 
ostensibly contained in working capital, 
would be represented by the balance in 
the depreciation reserve account. Again, if 
the plant assets are replaced concurrently 
with retirements, the fund and reserve 
might have a high degree of correlation, 
assuming that the plant account is not a 
growing one and the depreciation funds 
have not been used for plant extension. 

The utilities are under legal and moral 
obligation to use depreciation funds for the 
protection and maintenance of its plant 
and service. Therefore, according to Pro- 
fessor Krebs, if depreciation funds ‘‘main- 
tain the integrity of the investment, keep 
the capital unimpaired and assure the 
community of continuous and adequate 
service ...an undepreciated rate base 
may be entirely equitable.” (AR 435) The 
Order then has the effect of recognizing 
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that the utility company is “borrowing” 
funds which have been recovered from 
consumers in rates that include deprecia- 
tion charges allotted over the period of the 
service life of the plant. 


VI 


One of the purposes of this rejoinder is 
to justify the philosophy embodied in the 
provisions of the Missouri Commission’s 
Order which compensates the ratepayer 
at 3 per cent per annum for depreciation 
funds, and at the same time permits the 
utility to earn approximately a 6 per cent 
return on an undepreciated original cost 
basis. The depreciation funds are collected 
from the ratepayers, but in essence rep- 
resent the original cost of the plant be- 
longing to the investors. The depreciation 
funds do not form a part of the rate base 
except as they are represented by the cur- 
rent working capital of the utility. The 
funds are not withdrawn from the utility 
under normal circumstances, as they must 
be used to replace the original plant when 
it wears out or becomes obsolete, in so far 
as the funds will permit. Since the utility 
assumes ali the risks connected with the 
administration and expenditure of the 
depreciation funds, it appears equitable 
that the utility should be compensated 
at a risk-bearing rate for this function. 
On the other hand, it also seems logical 
that the customers should be permitted a 
return at a non-risk bearing rate for the 
depreciation funds collected from them, 
but which cannot be returned to the orig- 
inal investors because of the public na- 
ture of the utility’s service. 

Professor Krebs devoted a large part of 
Section IV (AR 436) to a theoretical dis- 
cussion of the eventual disposition of the 
depreciation funds. If these funds could be 
returned to the bond and stockholders 
immediately upon receipt from the rate- 
payers the problem under review would 


not arise. Therefore, a considerable part 
of the material in this section seemed ir- 
relevant in so far as it applied to the 
General Order. If one were to assume that 
the utility property has reached a sea- 
soned condition and the depreciation fund 
has been stabilized, that is, current in- 
creases in the fund are just sufficient to 
meet the annual retirement and replace- 
ment needs, it does not seem feasible to 
distribute the depreciation funds to the 
stockholders in the form of dividends for 
a number of reasons, irrespective of the 
claims represented by the creditors. First, 
it is difficult to imagine a seasoned efficient 
plant—as it were—since a_half-utility 
plant cannot be as productive as a whole 
one; secondly, it is not possible for a utility 
to declare such a dividend without Com- 
mission approval; and third, an unrealistic 
situation would be created if it became a 
usual practice to distribute depreciation 
funds to the stockholders only to turn 
around and obtain funds for plant expan- 
sion through the sale of corporate bonds. 
It is believed that the Missouri Commis- 
sion did not introduce its order because it 
happened to be illegal to return the funds 
to the stockholders, but because the utility 
is accountable for depreciation funds until 
they are invested in plant assets, and that 
the management assumes an investment 
risk in the commitment of the funds—a 
risk for which the utility should be com- 
pensated. 

In conclusion, therefore, the Missouri 
Order recognizes the utility’s accountabil- 
ity for depreciation funds; maintains the 
original-cost concept as the basis for rate 
making purposes—as opposed to the res- 
toration of the fair value doctrine with all 
of its uncertainties; provides payment for 
risks assumed by management in the 
administration and investment of depreci- 
ation funds; and finally, compensates the 
ratepayers for the use of these funds. 
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STARTING YOUR CAREER IN PUBLIC 
ACCOUNTING’ 


Joun L. Harvey 
Arthur Young & Company 


any career, ask himself and answer 

as objectively as possible “Am I 
qualified for such a career?” In a broad 
sense, all of us start our careers long before 
the period in life that you people have now 
reached. While I leave the controversy 
of heredity versus environment to my 
betters, it seems to me that we might, in 
considering whether an individual is 
qualified for a career in public accounting 
discuss those qualifications which are in 
the nature of inherited characteristics, and 
then explore those qualifications that can 
be acquired. There are certain prereq- 
uisites that one must be born with. First 
of all, the individual must have above 
average intelligence. Furthermore, this 
intelligence must manifest itself in the 
ability to exercise a systematic step-by- 
step sort of reasoning, with the capacity 
to select relevant and significant items 
from a mass of details. The potential 
public accountant must enjoy working 
with figures, although familiarity with the 
higher realms of mathematics is not a re- 
quirement. 

To make it worth your while to en- 
ter the field of public accounting, you 
must have—and I do not know whether 
this is inherited or acquired—a consider- 
able portion of courage, strong ambition, 
and a full measure of persistence. You 
must be willing and physically able to 
work hard. A career in public accounting 
calls for long hours of high quality work, 
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* This paper was presented at the Accounting Sym- 
posium held in Pittsburgh on November 19, 1954, and 
sponsored by the University of Pittsburgh and the 
me Chapter of the Pennsylvania Institute of 


frequently done under pressure. A man 
without fortitude should look elsewhere 
for a career. 

A successful accountant must have 
imagination. The public accountant is not 
a human calculator who arranges data fed 
into him. He is a man with the ability to 
visualize the abstract, to see as a finished 
product a work paper, an audit program, 
a report, an accounting system before it 
has ever come into existence. 

Now let us give consideration to those 
qualifications that can be acquired. What 
action should you take to develop your 
inherent abilities. Perhaps the thing that 
you should do that is of the greatest im- 
portance is to provide yourself with a 
sound formal education. There is a trend 
toward ever increasing the educational 
requirements for the certified public ac- 
countant. We may all live to see the day 
when public accounting is considered a 
graduate study on a par with law and 
medicine. 

By a sound education, I mean to include 
not only adequate study of accounting and 
auditing, but also a study of such directly 
related subjects as economics, marketing, 
and the role of Government in our eco- 
nomic system. I also mean the less closely 
related field of liberal arts. In this area, I 
would like to stress particularly the im- 
portance of acquiring a good command of 
the English language. I think public ac- 
counting practitioners are pretty much 
agreed that the training of public account- 
ants in schools and colleges is most defi- 
cient in the matter of English. I cannot 
emphasize too much the importance of 
being able to express yourself effectively, 
both orally and in writing. 
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Some of you have asked about advanced 
degrees. If you have the time and the 
money I recommenda liberal arts education 
with, say, a major in English and a minor 
in accounting for your undergraduate 
days. You would then get a master’s 
degree in accounting. In addition to the 
broader background this will give you, 
you will have the degree as a bargaining 
point in your favor when you seek em- 
ployment. I do not believe it is practical 
or worthwhile to attend night school after 
you have started to work in order to earn 
a master’s degree. You will find it inter- 
feres too much with the far more impor- 
tant element in success—your job. 

What other characteristic must you de- 
velop to prepare yourself for public ac- 
counting? One of the most important is 
objectivity. This means objectivity toward 
your own work; only in this way will you 
be able to exercise sound judgment. You 
must also develop objectivity toward your 
clients. This is what we refer to as the 
accountant’s independence, and it is one 
of his greatest assets. 

No accountant can go far without a 
pleasing and tactful personality. You must 
develop a personality which will inspire the 
confidence of your clients, and the respect 
of both your superiors and subordinates. 
I think this matter of personality is mostly 
a matter of liking people. If you enjoy 
working with people, you should have no 
difficulty in developing the proper per- 
sonality for public accounting work. Your 
personality must be supplemented by your 
appearance. You should always make it a 
point to dress neatly and in good taste. 

As much of the work of a public ac- 
countant is of a confidential nature, you 
must learn to keep your mouth shut. You 
must discipline yourself never to discuss 
client affairs with anyone not authorized 
to discuss them with you. 

Finally, as a good public accountant you 
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must be able to demonstrate a spirit of 
teamwork. You must learn to work not 
only with the other members of your staff, 
but with the client’s personnel. 

There, you can see I have drawn the 
picture of a perfect public accountant. The 
strange thing about this portrait is that, 
though it resembles a composite picture of 
Eisenhower, Einstein, and Arthur God- 
frey, it is almost impossible to recognize 
the subject when you pass him on the 
street, or even when you interview him on 
a campus. We as employers, have a very 
difficult problem in trying to determine 
whether or not a particular individual has 
the requirements necessary for a successful 
career in public accounting. If there were 
only some chemical solution into which we 
could dip a man and by his turning canary 
yellow with green lines, know that he was 
a good potential accountant, it would 
simplify life considerably for those with 
whom public accounting firms have in- 
trusted their personnel problems. There is, 
of course, no certain way of telling whether 
or not a man will be a success in the field 
of public accounting prior to his starting 
that career. You might be interested, how- 
ever, in knowing some of the tools that we 
use in trying to evaluate a man’s po- 
tentialities. 

First of all, we examine the grades which 
a student receives in school. These grades, 
while subject to some very definite limita- 
tions, do have a correlation to the man’s 
intelligence and his willingness to work 
hard. They are also probably related to 
the man’s interest in a particular subject. 
Generally speaking, we hesitate to take 
on an individual who has not received an 
average of “B” or better during his college 
career. 

The American Institute of Accountants 
has developed certain tests which we find 
very useful in evaluating a man’s poten- 
tial. Here again, we cannot go by the 
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Starting Your Career in Public Accounting 


marks on these tests exclusively, but they 
are helpful when used in conjunction 
with other testing tools. 

We are very much interested in a man’s 
activities outside of his classroom. As in- 
dicated above, a good public accountant 
should be a well-rounded individual, and 
this can be achieved in part by participa- 
ting in campus activities. Participation in 
such activities also indicates enthusiasm 
and a capacity for work. For many of you, 
outside activities may take the form of 
gainful employment. We are very inter- 
ested in any experiences of this type. It is, 
of course, helpful if the individual has had 
some experience in accounting or book- 
keeping, but any type of work well done is 
a recommendation. Some of the public 
accounting firms hire college seniors on a 
part-time basis. Other firms do not find 
this practicable. While such employment 
would be very helpful, the available jobs 
are quite limited and the chances are 
against your finding one. 

And, finally, we seldom employ a man 
without first submitting him to a personal 
interview, at which time we try to evaluate 
his personal characteristics as objectively 
as possible. 

Everyone in public accounting rec- 
ognizes that a man is not an accomplished 
accountant the day after he graduates 
from college. Public accounting firms are 
willing to invest their money to continue 
the training of the men they have selected 
from the colleges. The money that they 
expend in this manner is very similar in 
nature to the expenditures made by any 
company to develop its product. It must 
be recognized that the product of an ac- 
counting firm is the services which can be 
rendered by its personnel. It is these serv- 
ices that public accounting firms sell, and 
it is not strange, therefore, that they should 
be willing to expend considerable amounts 
of money, energy, and time in training 
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their new men. Every time that we add a 
college graduate to our staff, we do so with 
the fond hope that one day he will be a 
partner in our organization. It is with 
this objective in mind that we train our 
personnel. 

A word of caution might be in order to 
those planning to enter the field of public 
accounting. The gap that must be bridged 
between your academic work and your 
practical work is a wide and fairly deep 
one. Perhaps the greatest contributing 
factor to this gap is that in school every 
problem is solved with material which is 
furnished with the problem itself. Under a 
given set of facts, what would you do? The 
major part of an accountant’s life after he 
enters into the field of practice is spent in 
ascertaining the facts that he had fur- 
nished to him in the school problem. Every 
public accountant does two things; he 
obtains all the facts relating to a given 
problem, and then exercises his judgment 
with respect to these facts. While the sec- 
ond phase of this work can be covered in 
the classroom, it is almost impossible to 
make any academic substitution for the 
first. 

How will you be trained when you join 
the staff of a public accounting firm? This 
varies greatly with individual firms, but 
it is a safe bet that you will be subject to 
some, if not all, of the following training 
devices. Perhaps the first thing that will 
happen when you report for work will be 
your participation in some kind of an 
orientation meeting or interview. The ob- 
jective of such a meeting would be to 
state the major objectives of the firm and 
of the profession, to review professional 
ethics, and your conduct as a professional 
man. You will probably be furnished with 
some kind of audit manual and, perhaps, a 
book covering the firm’s employment pol- 
icies. You will probably be given copies of 
the bulletins published by the American 
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Institute of Accountants. All such manuals 
and books will be studied many times dur- 
the course of your career. You may be 
given several days in the firm’s office to 
study this material before being sent out 
on your first job. 

We try to have every assignment start 
with some sort of briefing session in which 
the senior outlines the objectives of the 
audit, and how the individual assignments 
will fit into this objective. He explains to 
the new men the nature of the client’s 
business and the nature of the records and 
flow of accounting data which will be 
found in the client’s office. At this point, 
the junior has an opportunity to show his 
initiative for the first time. He should exert 
all his efforts to find out as much about the 
client as possible. He should review the 
prior year’s work papers, and the report 
rendered on this client in the prior year. He 
should discuss the assignment with the 
older men who have been on the job 
before. He should try to understand his 
assignment as thoroughly as possible, so 
that no time is wasted. You will find that 
time and money are synonymous to public 
accounting firms. They are willing to spend 
both for a good purpose, but are loathe to 
throw them away. 

During this first assignment and for 
many thereafter, the junior will be under 
close supervision. Every senior accountant 
has a duty to aid in the development of 
the men working under him and to answer 
their questions. Similarly, the junior has 
a duty to ask questions. He should try to 
come up with his own answers, and then 
check them with his supervisor. In this 
connection the junior should develop a 
questioning attitude toward all his work. 
A “questioning attitude” should not be 
confused with a “suspicious attitude.” 
When a junior has completed some phase 
of his work, it will be reviewed by the 
senior. The senior will discuss any mis- 
takes made by the junior and, on rare 
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occasions, will praise a junior for work 
well done. As the junior moves from one 
assignment to another, he will work under 
different men, and be given different jobs 
to do. This will give diversification to his 
experience and make a better auditor of 
him. At the end of each assignment, it is 
customary to have the senior make a re- 
port on the men working for him. This re- 
port becomes a part of the personnel rec- 
ord of the individual being reported upon. 
So much for what we usually refer to as 
“on-the-job training.” 

In addition to this “on-the-job train- 
ing,”’ which is really the most important 
phase of the training, there are certain 
other techniques which a public account- 
ing firm uses to develop its people. Periodic 
staff meetings are common practice. At 
these meetings the junior will review 
auditing techniques, accounting princi- 
ples, tax matters, and S. E. C. require- 
ments under the guidance of a qualified 
supervisor. Case study methods are very 
commonly used to achieve maximum bene- 
fits from these staff meetings. Following 
the business portion of a staff meeting, 
there may be social periods. The junior 
will be judged in this area as well as in the 
business portion of the meeting. He should 
participate intelligently both in the busi- 
ness meeting and in the social meet- 
ing. 

Many accounting firms organize staff 
schools. These cover pretty much the 
same material which might be covered 
in the staff meeting, but are conducted as 
formal classes. They are usually run on a 
full-time basis for a period of several weeks. 
Classroom discussions may be augmented 
by problem material and home work. 

Most public accounting firms recognize 
the importance of good professional li- 
braries for their offices. Intelligent use of 
these library facilities is an excellent way 
to increase your professional knowledge. 

Every accounting firm does what it can 
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to keep its staff abreast of current develop- 
ments in accounting, auditing, and tax 
matters. A common way of doing this is to 
distribute literature to its staff. This litera- 
ture may take the form of printed 
pamphlets, office letters, manuals, etc. 

There is one final phase of staff training 
which you may encounter. This is report 
department work. Every public account- 
ing firm is faced with the necessity of get- 
ting out reports upon the completion of the 
audit work. These reports may be simple 
financial statements or detailed reports on 
examination. These reports must be proof- 
read, checked, and carefully reviewed to 
detect any errors that might exist. It is 
not uncommon to use the junior account- 
ant to assist in checking reports. The 
training which the junior accountant re- 
ceives from this type of work is very valu- 
able. It gives him a familiarity with his 
firm’s finished product, as well as an op- 
portunity to learn about the clients of his 
firm. This work also develops accuracy, 
a commodity that the junior cannot go 
far without. 

Now you may well ask, “What will my 
duties be during my first few years with 
a firm of certified public accountants? 
What progress may I expect?” 

Your first year is pretty much a period 
of apprenticeship. You will be subject to 
all the training aids which we have just 
outlined. Your on-the-job training assign- 
ments will include certain volume jobs, 
but even these should never become 
routine. All of your work will be under 
constant supervision. 

Your second year will be one of increas- 
ing responsibility. You will begin to do 
certain account analysis work. You will 
do certain work on smaller jobs pretty 
independently. As you progress during 
your second year, you will be given some 
in-charge work on less difficult phases of 
an audit. All during this period, you should 
take every opportunity to practice writ- 


497 


ing. Whenever you prepare work paper 
notes or memoranda you should strive 
for complete clarity of expression. This 
business of writing is simply a matter of 
communication. Your get an idea into 
your head that you would like to get into 
someone else’s head. If you can do that, 
without any distortion of the idea, you 
have achieved your objective. It is 
amazing what distortions actually occur 
in practice. 

During your third year you should be 
sent on small engagements on your own. 
This may involve the supervision of 
assistants, and should include the writing 
of the report. Here, again, is another 
opportunity to obtain practice in the use 
of the English language. While your com- 
pleted work will be carefully checked, you 
will be running the job on your own and 
making the day-by-day decisions. 

How you will progress from this point 
on is entirely a matter of your own ability. 
If you continue to progress satisfactorily, 
you should be a top-notch senior at the 
end of five years. Your progress beyond 
this point is even more a matter of per- 
sonal ability. This might be a good time 
to repeat the well-worn but true phrase 
that a certified public accountant advances 
on the strength of his ability and not on 
seniority. 

Throughout these early years of your 
career, you should be eager to develop; 
you should be ready to assume greater 
responsibility; you should be anxious to 
do judgment work. You must develop a 
maturity in dealing with people; you must 
through observation learn how to direct 
others, so that you will be ready when 
you are given assistants. You must, in this 
connection, learn how to delegate work. 
And you must always be continuing your 
education, keeping abreast of all the new 
developments that take place in your 
profession. 

Some of you asked about specializing 
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in tax work. In our firm we feel that even 
a man who ends up in our tax department 
is better for a few years on the audit 
staff. During this period the aspiring tax 
man should add to his tax knowledge and 
be able to indicate to his employer his 
special interest and ability in this field. 

And do not be afraid that your efforts 
will not be given proper recognition. You 
will find that you will always be working 
as part of a relatively small team. The 
captain of this team is one of the Firm’s 
partners. Every member of the team is 
vital and is noticed. This is true even 
though you may be working for a large 
public accounting firm on a large audit 
engagement. Your work is under the 
constant surveillance of the top manage- 
ment of the firm. Your work is being re- 
viewed and reported upon. If you do a good 
job, it will be noticed. Conversely, you 
cannot hide your inadequacies. 

I have kept until last a few special 
items that I would like to comment upon. 
The first of these is the advantages of 
availing yourself of any intern programs 
offered by the college you are attending. 
These intern programs are one of those 
few things which benefit all people partici- 
pating in them. From participating in an 
intern program you will get a taste of the 
work you are proposing to spend your life 
doing. You will get good experience. The 
firm for whom you work will be able to 
judge you adequately, and will help 
you decide whether or not you are suited 
for a career in public accounting. The 
interm develops a contact which may lead 
to future permanent employment. And, 
of course, the public accounting firm bene- 
fits because they are better able to judge 
a man before offering him a permanent 
position on their staff, and are also spared 
the necessity of hiring temporary help 
over peak periods. 

I know many of you are interested in 
the effect of military status on your em- 


ployment. While each public accounting 
firm has its own policy with respect to 
hiring men who are faced with military 
service, all firms with foresight try to avoid 
age gaps in their organizational structure. 
The best way to get a man after he has 
completed his military service is to hire 
him before he goes into service, even 
though the time between graduation and 
military service is only a few months. 
While not many of you are returning 
veterans, I might say that these people 
are, of course, in a very good position to 
obtain employment, especially if they 
were fortunate enough to have been as- 
signed to some phase of military account- 
ing. 

I would also like to say a special word 
about the importance of the CPA degree. 
If you are going to make public accounting 
your career, you must realize that sooner 
or later you will need your certificate. Do 
not postpone sitting for the examinations. 
As soon as you qualify, you should plan 
to take the exams. The older a man gets, 
and the farther behind him is his academic 
work, the more difficult it is for him to 
prepare adequately for the examinations. 
Every public accounting firm does every- 
thing it can to help you pass the exams. 
While few firms conduct CPA coaching 
courses, you will find that your auditing 
experience, the training program, and the 
library will be a great help to you. 

There are two aspects of public account- 
ting work that no one should overlook. 
The first of these is the frequent necessity 
for traveling. This is particularly true in 
the case of the large national firms, the 
backbone of whose work consists of audit- 
ing large national clients. These clients 
may have branches and plants scattered 
throughout the country, and it is of course 
necessary for the auditor to go where the 
records are kept. I might add that once 
you have progressed beyond staff level to 
what might be referred to as the super- 
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visory level, the amount of traveling may 
decrease sharply. Then, I am sure, you 
are all aware of the necessity for public 
accountants to put in a considerable 
amount of overtime. Our work is seasonal 
in nature, despite all our efforts to spread 
the work out over the year. We have dead- 
lines to meet, and sometimes the hours 
that we put in to meet these deadlines are 
long indeed. As we stated earlier, you 
must be willing and able to work well for 
extended periods. 

I have been asked whether it is better 
to start with an established public account- 
ing firm or to start a practice of one’s 
own—and, if an established firm, should 
it be large or small. I do not believe that 
you or anyone else can render competent 
accounting service without first serving 
an apprenticeship with an established 
firm. The size of the firm depends some- 
what on your future plans. If you are 
preparing for a practice of your own, a 
small firm would give you more appro- 
priate experience. If you do not plan to 
go out for yourself, a large firm may offer 
a broader field of opportunity. 

The geography of public accounting is 
simple. The profession is found almost 
exclusively in the large cities—and in all 
large cities. Generally speaking, the larger 


the city the greater the opportunities for 
the public accountant. In Pennsylvania, 
for example, the vast majority of CPAs 
are working either in Philadelphia or 
Pittsburgh. 

I notice a few women in the audience. 
A special word to them about starting a 
career in public accounting. First you 
must realize that the entry of women into 
the profession is a recent one. You will at 
the present time find your opportunities 
more limited than they are for men. Cer- 
tain firms use women on their staffs; others 
do not. Women are more accepted by 
clients in some cities than others. New 
York, for example, is very liberal in this 
matter. Our experience with girls in those 
cities where we can use them has been 
very favorable; there is no basic reason 
why they cannot perform the duties of a 
public accountant as well as men—and 
more and more will join our ranks as time 
goes on. 

Let me end on an encouraging note. It 
is my observation that the supply of good 
public accountants is at the present time— 
and promises to continue so into the fore- 
seeable future—far below the demand for 
such people. For those who qualify, the 
opportunities in public accounting are 
tremendous. 


STATISTICAL RELATIONSHIP OF 
ACCOUNTING AND ECONOMICS 


KENNETH W. PERRY 
Assistant Professor, University of Illinois 


RESSURES, from both within the 
Poeccounting profession and without, 

are constantly being brought to bear 
on the accountant in an attempt to induce 
him to change the basis of accounting re- 
ports. These ever-increasing pressures 
often make technical judgment formations 
by the professional accountant difficult. 
Many of these forces can be attributed, 
either directly or indirectly, to ideas of 
economists. It is the present writer’s be- 
lief that Accounting and Economics are 
more statistically related and thus more 
interdependent than is commonly thought. 
It is also his belief that if the accountant 
and the economist were both more aware 
of this relationship, some of these pres- 
sures might subside, and as a result both 
professions might derive mutual benefits 
therefrom. 

Alfred Marshall maintained, “It is the 
business of economics, as of almost every 
other science, to collect facts, to arrange 
and interpret them, and to draw infer- 
ences from them.’” It seemed perfectly 
clear to him that the deductive science 
of economics should be verified by the 
inductive science of statistics. The art of 
induction, aided by analysis and deduc- 
tion, brings together appropriate classes 
of facts, arranges them, analyzes them, 
and infers from them general statements 
or laws. The modern era of economics 
has subsequently been termed the “in- 
ductive era” in economics. Whether the 
phrase be strictly justified is perhaps 
a matter for question, but certainly the 


1A. Marshall, Principles of Economics (eighth edi- 
tion; London: Macmillan and Company, Limited, 
1946), p. 29. 


emphasis on the factual aspect of economic 
study has become more pronounced every 
year. For the economist of today facts 
constitute not only the ultimate test of 
theory but, probably to a greater con- 
scious extent than formerly, facts con- 
stitute the raw material from which 
theories are to be cast. 

This study of specific facts has been 
accompanied by an increased use of quan- 
titative methods. It has been pointed out 
that the lack of statistical information and 
statistical training and experience may well 
have been responsible for many of the 
early quasi-quantitative elements of eco- 
nomic theory.? However, the modern econ- 
omist enumerates, measures, weighs. He 
seeks that accuracy and precision in deal- 
ing with facts, that power of exact de- 
scription, which the ability to measure 
conveys. 

The attempt to measure has been made 
in almost every field of economic thought. 
Methods have been developed for meas- 
uring changes in the general level of 
prices. By means of index numbers of 
various types, changes in such varied and 
complicated phenomena as wage levels, 
the volume of production, the volume of 
trade, stock prices, and the cost of living 
are expressed in quantitative terms. These 
diverse applications have fu!'y demon- 
strated the fruitfulness of quantitative 
methods, both for the testing of hy- 
potheses and for the indicative derivation 
of new generalizations. The future develop- 
ment of economics as an effective in- 
strument of social control will undoubtedly 


2 J. B. Canning, The Economics of Accountancy (New 
York: The Ronald Press Company, 1929), p. 7. 
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be conditioned largely by the use of these 
tools. The effectiveness of these tools will 
depend upon the information from which 
the facts are extracted. This information 
is to a large extent obtained from account- 
ing reports. Therefore, accounting reports 
form the bases for many statistical inves- 
tigations by the economist. 

It is often emphasized that one of the 
primary functions of accounting is to 
provide information which may be used 
to manage and control an enterprise. In 
order to obtain such information it is 
necessary that accounting records be de- 
signed which will provide accurate data 
and that proper methods be used to pre- 
sent these data so that they can be utilized 
by those who are responsible for the man- 
agement of the business. The Balance 
Sheet and the Income Statement are two 
of the reports most frequently used for the 
presentation of this information. There is, 
of course, certain information, in addition 
to that provided by these reports, which 
is necessary in order that they may be 
interpreted properly. If these reports are 
to present the business executives with 
the information most desired by them 
and in the most available form, the ac- 
countant should make use of the most 
scientific methods of presenting data. This 
means that the successful accountant must 
have a knowledge of the statistical method. 
The statistical method in a sense implies 
the gathering, in the form of figures or 
numbers, of information needed to an- 
swer a certain question or reveal a certain 
tendency, and the presentation of this 
information in such a manner as to in- 
dicate the answer or the tendency in the 
clearest possible way. 

Although accounting and economic sta- 
tistics are similar in their uses—both being 
used as tools of control—they are also 
similar in their method, a family relation- 
ship so to speak, for they both may be 
regarded as offsprings of the single parent, 


quantitative method of analysis. The 
quantitative method of analysis has been 
successful in the natural sciences because 
most natural phenomena can be easily 
segregated and measured. This method 
has been the basis of many of the most 
important scientific discoveries of recent 
years; in fact it has been asserted that 
progress in the natural sciences has always 
waited upon the development of ade- 
quate quantitative technique. In the social 
sciences also it has been maintained that 
adequate control can only be obtained 
from better quantitative treatment of 
phenomena. It is, of course, often difficult 
to measure economic phenomena ac- 
curately; nevertheless, measurement is 
necessary. The business enterprise or- 
ganized for profit has accordingly 
developed a technique of measuring and 
recording its facts, and many business 
policies are now formed primarily on the 
basis of quantitative data available in 
accounting reports. 


THE QUANTITATIVE METHOD 


If one considers accounting and economic 
statistics as merely types of the quan- 
titative method of analysis, the similarities 
of accounting and statistical methodology 
must be sought in the characteristics of 
the quantitative method itself. The es- 
sential steps in the quantitative method— 
as used by science in general—may be 
said to consist of the following: 

1. Measurement of phenomena 


2. Classification and summarization of data 
3. Interpretation and use of data 


These concepts, if not these phrases, have 
long been familiar to the natural scientist 
and the statistician. They may also be 
readily translated into accounting terms. 
The measurement of phenomena is the 
problem attacked by the accountant under 
such heads as cost allocation and trans- 
action analysis. Classification and sum- 
marization of the accountant’s data are 
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accomplished by double-entry bookkeep- 
ing and the preparation of periodic re- 
ports. Interpretation and use of data is 
merely another way of saying managerial 
accounting or control by use of accounts. 

Measurement. To measure anything is 
to determine its quantative amount in 
terms of a unit. There are different kinds 
of units of measure, depending upon the 
kind of information as to quantity de- 
sired. The accountant in his use of the 
double-entry system of accounting limits 
himself to the facts of a particular enter- 
prise, and in general to facts that can 
be measured in terms of money. Cubic 
contents, weight, color, temperature—all 
important phenomena—are not amenable 
to extensive treatment by the accountant’s 
system. Therefore, the double-entry sys- 
tem attempts to deal mostly with exchange 
value. 

The treatment of exchange value in 
terms of money enables the accountant to 
apply to the analysis and synthesis of the 
highly complex phenomena of production 
and consumption those powerful instru- 
ments of thought which are called the 
rules of arithmetic—for values stated in 
terms of money take on the form of arith- 
metical quantities. According to Paton, 
“Tt is the function of accounting to record 
values, classify values, and to organize 
and present value data in such a fashion 
that the owners and their representatives 
may utilize wisely the capital at their 
disposal.’* The aim of the accountant is 
thus to place at the disposal of all those 
responsible for making valuations such 
means of perfecting their valuations as 
the mathematical sciences afford. But to 
be able to do this the accountant must be 
(1) adequately familiar with the economic 
phenomena with which these values are 
concerned; he must also (2) be sufficiently 
schooled in mathematical science to select 


3 W. A. Paton, Accounting Theory (New York: The 
Ronald Press Company, 1922), p. 7. 


from its vast resources such instruments 
of thought as are best applicable to the 
analysis and synthesis of these values. 

In his first volume of that impressive 
contribution to world history synthesis, 
The Decline of the West, Oswald Spengler 
has a chapter on “The Meaning of Num- 
bers.” He points out that each culture 
has had its own philosophy, religion, 
music, architecture, economics, and math- 
ematics. The Classical culture had its plane 
surface geometry, the Arabian culture 
created a science out of the letter nota- 
tions of algebra, while Western culture 
evolved the dynamics of calculus, which 
has led to ever more and more abstractions 
of variable quantities. “It is,” wrote 
Spengler, “by means of names and num- 
bers that the human uuderstanding ob- 
tains power over the world.”* There has 
been no period in the history of the world 
when mathematics has so represented the 
concepts of all action and thinking, prac- 
tical and metaphysical, as it does today. 
The continual never-ending advances in 
science, the discovery of the innermost 
secrets of nature, the spread of the use of 
the corporate form of business organiza- 
tion, the operations of businesses in their 
tremendous diversity, all are founded on 
advances in applied mathematics. 

Since the accountant lives and works in 
a mathematical world, he must have a 
thorough understanding of mathematics 
in order to measure properly the economic 
phenomena with which he works. The 
significance of the accountant’s measure- 
ment problem is apparent when the pur- 
pose and use of the financial statements 
are considered. Regardless of what the 
items are which are given a place in the 
statements, regardless of the care em- 
ployed in the selection of titles to render 
their meaning clear and unmistakable, and 
regardless of how correctly those items 


“0. Spengler, The Decline of the West (New York: 
Alfred A. Knopf, 1926), p. 57. 
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may be classified, grouped, and mar- 
shalled, it is their measured amounts 
which give them their real significance 
when used to show financial position and 
condition. 

The economic statistician, however, nei- 
ther limits himself to the activities of the 
individual enterprise nor does he limit 
himself to exchange value as the unit of 
measurement. He may deal with the whole 
social order, in which an individual bus- 
iness firm is merely a type case, or he may 
center his attention on a particular sector 
of society without regard to its immediate 
relation to the rest of society. He may use 
any significant unit of measure. He will 
select one type of unit in attempting to 
measure the prestige value of public em- 
ployment and another type when examin- 
ing the details of public housing. However, 
the character of the problems which con- 
cern the economist is often such that their 
solution cannot be sensibly attempted 
without a great deal of information that 
the accountant can give better than any 
other; and the interdependence of enter- 
prises for their financial security and ad- 
vantage is often so great that the account- 
ant who wishes to make the most valuable 
of reports to his client must turn to the 
economist, among others, for assistance. 

Classification. The basis of classification, 
like the unit of measure, will vary with the 
purpose of the analysis. The bases used in 
classification by the economic statistician 
are adapted to suit the data with which he 
is working. The accountant also selects 
categories pertinent to the particular en- 
terprise. However, the accountant’s classi- 
fications in many cases have been influ- 
enced by economists. For example the 
accountant’s classification of assets into 
fixed and current categories reflects the 
economist’s influence. Economists have 
long been accustomed to distinguish capi- 
tal into two kinds, fixed and circulating. 
Adam Smith called circulating that which 


passes from hand to hand and yields a 
revenue by being parted with, and he 
called fixed that which yields a revenue 
without changing masters. Therefore, his 
distinction centered around the question 
whether the capital changed masters or 
not. Malthus in his Definitions in Political 
Economy defined “fixed capital” as “that 
portion of stock employed with a view to 
profit which yields such profit while it 
remains in the possession of the owner.’ 
He defined “circulating capital” as “that 
portion of stock employed with a view to 
profit which does not yield such profit till 
it is parted with.’ Ricardo altered the use 
of the terms slightly, applying the name 
“circulating” to that which is frequently 
destroyed and has to be reproduced. He 
says unequivocally, “In proportion as fixed 
capital is less durable, it approaches to the 
nature of circulating capital. It will be 
consumed and its value reproduced in a 
shorter time, in order to preserve the 
capital of the manufacturer.’” Although 
Ricardo approached a distinction be- 
tween the two based on a time element, it 
was Senior who actually emphasized the 
time period when he wrote, ‘““The difference 
between fixed and circulating capital 
seems to consist not in their respective 
durability, but in the period for which each 
is retained by the capitalists.”® 

Jevons® observed that no precise line 
could be drawn between the two kinds, the 
difference being only one of amount and 
degree. This observation seems very rele- 
vant when one recalls that Hatfield when 
distinguishing between “‘fixed” and “circu- 


5T. R. Malthus, Definitions in Political Economy 
(London: John Murray, 1827), p. 237. 
Ibid., pp. 237-238. 
TD. Ricardo, The Principles of Political Economy 
and Taxation (New York: The Macmillan Company, 


1909), p. 39. 
8S. L L. Levy, Editor, and Social 
Economy, by Nassau W ew York: Henry 


Holt ar ond ‘Company, 1928), 1, 175. 
S. Jevons, The Theory of Political Economy 
mp oy Macmillan and Company, 1871), p. 233. 
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lating’ assets wrote, “It is impossible to 
draw a sharp and absolute line between 
these two classes, but in general the 
differentiation is easily made.’ It also 
appears rather obvious that Hatfield had 
been influenced by the economists when he 
used fixed and circulating classifications 
for assets. He defined fixed assets as those 
which are bought for permanent or long- 
continued use, and circulating assets as 
those whose use is relatively short." After 
the word “asset” was substituted for “cap- 
ital,” only one step remained to complete 
the evolution, and that came later when 
the word “current” was substituted for 
“circulating.” 

Although the bases used in classification 
by the economist and the accountant are 
somewhat different, each adapting a clas- 
sification to suit the data with which he is 
working, the technique of classification is 
nevertheless very similar in economic 
statistics and accounting. For example, 
both make use of card systems and colum- 
nar tabulation for the original records. 
There is no fundamental difference be- 
tween the sales tickets and cash slips of a 
department store clerk and the question- 
naires and schedules of a statistical 
investigator. Likewise, there is much 
similarity between the statistical editor’s 
tables and the columns of the journal and 
ledger. The tabulation is for the same 
purpose in each case, for storage of data 
pending a reclassification and summary. 

Inter pretation. The duty of the economic 
statistician goes beyond the mere collec- 
tion and classification of data. Facts do not 
speak for themselves; the economist must 
interpret the statistical results to discover 
their meaning. Likewise the duty of the 
accountant is not confined to bare re- 
cording; interpretation is inherent in the 


10 H. R. Hatfield, Modern Accounting (New York: D. 
Appleton and Company, 1909), p. 81. 
Loc. cit. 


intrinsic framework of accounting.” In the 
interpretation of data one discovers that 
that economist and the accountant are 
looking in general for the same characteris- 
tics in the data as the bases for forming 
their judgments, such as: (1) averages, 
(2) relationships, and (3) trends. 

The object of the computation of an 
average is to secure a single magnitude 
which may be considered as characteristic 
of the entire mass of data from which it is 
derived. The economist places so much 
importance on the concept of “average” 
that as a result statistics is frequently 
thought of as a science of averages. The 
economist uses averages that range all the 
way from the average consumption of 
salt per capita to the average yearly in- 
come per capita. Although the accountant 
does not use averages to the extent that 
the economist does, he nevertheless makes 
use of them at times. For example, the 
cost accountant frequently determines the 
average cost per unit of product. 

The process of discovering and measur- 
ing relationships involves an analysis of 
two or more groups of data to determine 
the extent to which they move together or 
oppositely. The economist, for example, 
might be interested in the relationship 
between the decline of the sales and the 
decline of common stock on the market in 
the same industry, whereas the accountant 
might be interested in the relationship 
between expenses and losses or between 
assets and liabilities of the particular firm 
by which he is employed. 

The primary purpose of the computa- 
tion of trends is to discover and measure 
any regularities or tendencies which char- 
acterize the data over a period of time. 
The economist might deduce from the 
study of a particular trend that there has 
been a tendency for the production of 


12 W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards (American Account- 
ing Association, 1940), p. 118. 
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capital goods to increase through the 
years. Likewise, the accountant might 
deduce from the study of a particular 
trend that there is a tendency for the cost 
per unit of product within the enterprise 
to increase through the years. 

The business enterprise, in many re- 
spects, has outstripped other agencies in 
the perfection of methods of dealing quan- 
titatively with economic data. This, per- 
haps, is due to the fact that business is 
inspired by the profit motive, and that 
quantitative data make possible scientific 
control with the consequent saving of 
economic energy. Therefore, the reporting 
of this quantitative data by the accountant 
is an indispensable aid to the business 
executive in the operation of the enter- 
prise, and it is likewise an indispensable 
aid to the economist in his statistical 
investigations. In addition to its value in 
the internal administration of business, it 
plays an important part in the activities of 
the business world by furnishing a basis 
for the procuring of credit and in many 
other external relationships, such as taxa- 
tion, where a full knowledge of the facts is 
required. 


CONCLUSIONS 


Although the accountant and the econo- 
mist use the information obtainable from 
the books of account in different ways— 
the accountant using the data from the 
standpoint of the enterprise and the econo- 
mist from the viewpoint of a sector of 
society or of society as a whole—they are 
nevertheless interested in the same data. 
Since the economist needs enterprise in- 
formation and since one of the primary 
functions of the accountant is to provide 
enterprise information, it was perhaps 
inevitable that the two fields would be- 
come interrelated in this area. As pointed 
out previously, the lack of statistical in- 
formation and statistical training and 
experience may well have been responsible 


for many of the quasi-quantitative ele- 
ments of economic theory. However, the 
same author also contends that early 
economists, above all other academic 
groups, were influential in setting in mo- 
tion and in staffing those information- 
gathering agencies that preceded their 
present successors. Perhaps the economists 
of the past did rely too much upon 
hypothesis and conjecture about human 
behavior in enterprise relationships. How- 
ever, many of them recognized that if they 
were to test the adequacy of their hy- 
potheses about human nature in order to 
support not merely the validity but like- 
wise the truth of their conclusions about 
human conduct, some resort to the records 
of their behavior had to be made. 

Perhaps progressive refinements of spec- 
ulation about the nature of an imaginary 
race of human beings and about the con- 
duct of members of that race in imaginary 
market situations is for some a fascinating 
exercise, but it is not science. To the ex- 
tent that the economist deals with the 
behavior of men in enterprise relations, 
with the effect of forms of business organi- 
zation upon public interest, and with the 
merits of problems of controlling enter- 
prise activity, large resort must be made 
to enterprise data. Bookkeepers and 
accountants, unlike the economists, have 
generally always had access to more enter- 
prise facts (of a particular kind) than 
they knew what to do with. They were 
called upon to deal with that amazingly 
increasing mass of information about 
transactions, events, and changing re- 
lationships, that was brought about by the 
development of the large-scale business 
enterprise. Moreover, that mass changed 
constantly in nature and content as the 
organization of enterprise changed. Con- 
sequently, if the economists were seeking 
dynamic enterprise data, the logical place 
to find it would be in the accounting 
records. Certainly there is no other com- 
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parable body of data prepared by skilled, 
disinterested individuals who charge them- 
selves both with responsibility to those 
whom they serve primarily and to the 
public in general. Even those great collec- 
tions of data, the census reports, are 
founded to a great extent upon accounting 
statistics, and these can be no better than 
their foundation. Therefore, accounting 
data are merely aids to the larger field 
of statistical technique which is used in the 
broad, general field of quantitative inter- 
pretation, the subject matter of which 
extends all the way from financial con- 
dition facts to labor productivity facts, 
price control facts, and scores of other 
facts that cover enterprise problems both 
internally and externally. 

In order to promote the general welfare 
of society, vital, living business data are 
needed, not only accounting reports but 
every report apropos of the present finan- 
cial and economic status of the business 
and its position in the business community. 
It makes no difference whether these re- 
ports come from financial statements, from 
the cost sheets of the shop and factory, or 
from the questionnaires received by econo- 
mists from the trade. In short, all of the 
general statistical information of an enter- 
prise, be it the result of special research or 
compiled from ledgers, is grist to the mill 
of efficient enterprise operation. Losses— 
both to the individual enterprises and 
society as a whole—running into hundreds 
of millions of dollars annually, caused by 
the failure of firms whose demise has been 
brought about by lack of experience, 
inefficiency, and other similar causes, 
could have been saved to a considerable 
degree through a better understanding and 
use of appropriate statistical information. 
Today, as in earlier times, a worthwhile 
social contribution can be made, therefore, 


by the accounting department or some 
other measuring department, if they are 
able to supply the important business data 
that reflect bad tendencies and unprof- 
table actions, and furnish the “alarms” in 
enterprise conditions, internal and ex- 
ternal, that warn that the road ahead 
contains hazards which will bring disaster 
to the enterprise. In fact, more accurate, 
analytical information placed in the hands 
of all interested parties leads to sounder 
judgements in initiating and carrying out 
lines of action in all financial matters. 

Canning™ maintains that there is ground 
for the supposition that the data supplied 
by accountants in the future will not only 
be more useful to those served in the first 
instance, but also that they will be more 
useful to the economist. He also contends 
that the economists are making a larger 
and larger use of the accountant’s reports 
in their investigations. Perhaps the often- 
asserted improvement in business ethics, 
the rising public interest in accounting, the 
giving of larger scope by businessmen to 
the investigations made by accountants, 
improvement in the technique of account- 
ing, the fuller and broader training now 
afforded those entering the accounting 
profession, the attention to instruction in 
accountancy given by schools that train 
economists and, perhaps most important 
of all, the change of mind on the part of 
economists as to just what constitutes 
modern economics, all seem to give ground 
for a hope that is more than a wish. It 
is, therefore, highly important that the 
accountant and the economist should 
understand the interdependence of each 
other’s problems in their scientific ap- 
proaches to statistical guidance which they 
both seek from informative enterprise 
data. 


18 Canning, op. cit., pp. 324-325. 
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LEGAL DECISIONS ON ACCOUNTING 
RESERVES 


I. Smmon 
Assistant Professor, Rutgers University 


HE hundreds of recent annual cor- 

porate reports which include one or 

more reserves in their statements of 
financial position, indicate that the con- 
demned man is still eating a hearty break- 
fast. Despite the fact that indiscriminate 
use of the term “reserve” in accounting 
was strongly criticised by committees of 
the two leading societies of professionals 
and educators in the field about five full 
years ago, one has only to notice in their 
reports for 1953 the “General Reserve”, of 
Pullman, Incorporated of over twenty-two 
million dollars, ‘“Miscellaneous Reserves” 
of General Electric of over fifty-nine mil- 
lion, and Goodyear Tire & Rubber Com- 
pany reserves “for sundry liabilities” and 
“for contingencies,” totalling forty-seven 
million dollars, to see that this discredited 
term, resulting from the poverty of the 
accountant’s technical vocabulary,} is still 
very much with us. 

The opinions of accountants on the 
subject of reserves and their use is fairly 
well known. It was felt that an interesting 
investigation could be made, however, to 
determine what is the feeling of the law, as 
expressed by court decisions, on account- 
ing reserves, and to see what treatment the 
legal cases give to the generally recognized 
accounting principles involved. 

One of the reasons for the denunciation 
of the loose use of the term “reserve” to 
cover a variety of different types of ac- 
counts is because in general usage, outside 
of accounting, a reserve is considered a 
fund of cash or other assets which is held 


1 Canning, J. B., The Economics of Accountancy, 
N. Y.: Ronald Press, 1929, p. 65. 


or retained for a specific purpose.? The 
accounting meaning of the term as a de- 
duction from an asset, a liability, or as an 
earmarking of retained income, with no 
fund of assets necessarily involved, is 
feared to be too confusing to the lay reader 
of a financial statement. 

Legal pronouncements can indeed be 
found among the court decisions where 
judges, being laymen from the standpoint 
of accounting, have given judicial sanction 
to this very confusion. As late as 1950, for 
instance, an Ohio judge, in deciding a pub- 
lic utility rate-making case, used depreci- 
ation reserve and reserve fund for de- 
preciation synonymously, and gave this as 
the legal definition of a depreciation re- 
serve:® “Technically, a ‘depreciation re- 
serve’ is an accounting technique whereby 
a fund is built up from annual contribu- 
tions, as an item of expense of operation, 
over a period of time representing the 
service life of a utility plant to offset and 
to equal in value the ultimate loss through 
the use of the utility property, so that at 
the end of such service life the depreciation 
reserve fund will replace the property so 
worn out by the various factors of de- 
preciation.” This is certainly at variance 
with the accounting viewpoint of depreci- 
ation reserves, where objection is even 
made to the use of the suggested substitute 
word “provision” for the very reason that 
to many it implies that something more 
has been done to provide for depreciation, 


2 Comm. on Concepts and Standards, Reserves and 
Retained Income, Supp. Statement #1, AccouNTING 
Review, April, 1951, p. 153; Accounting Research Bul- 
letin No. 34, N. Y. Amer. Inst. of Accountants, 1948. 

3 City of Columbus v. P.U.C., 93 N.E. (2) 693, 701 
(Ohio, 1950). 
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which it sees solely as an allocation of cost, 
than merely to make an accounting entry.‘ 

That the confusion of a reserve with a 
fund is not confined merely to the afore- 
mentioned Ohio judge is illustrated by the 
decision of a New York Surrogate’s Court 
in 1949, which specifically required a trus- 
tee to set aside from gross rents received a 
fund as a reserve for depreciation.’ A 
Wisconsin Supreme Court judge went even 
further in displaying his lack of under- 
standing of the true nature of a reserve, or 
his failure to make technical accounting 
distinctions, by stating that a reserve for 
depreciation represented a liability. 

These legal slips-of-the-tongue are not 
cited to show that judges necessarily arrive 
at incorrect decisions when they tackle 
accounting problems, for subsequent anal- 
ysis of accounting doctrines brings out 
that many courts displayed a keen compre- 
hension of the point in question. Rather, 
these examples of loose accounting techni- 
cal terms are mentioned merely as justi- 
fication of the condemnation by accoun- 
tants of the word reserve as a description 
for so many different concepts in account- 
ting. 

Let us briefly review the various mean- 
ings of the term “‘reserve” as it is applied in 
accounting, as a prelude to studying each 
from the accounting and legal standpoints. 
They have been classified by Stans’ into 
five categories: (1) valuation reserves 
which indicate the estimated difference 
between carried amount and realizable 
value of some assets; (2) amortization or 
depreciation reserves which show the por- 
tion of the cost of assets which has been 
charged to past operations; (3) liability 
reserves which show the estimate of a 


* Accounting Research Bulletin No. 20, Amer. Inst. 
Accts., 1943. 

5 Inre Kaplan’s Will, 88 N.Y.S. (2) 851 (1949). 

° In re Matthew’s Esiaie, 245 N.W. 122 (Wis. 1932). 

7 Stans, M. H., “Weakness in Financial Reporting 
Caused by Improper Use of Reserves,” Journal of 
Accountancy, March, 1948, p. 190. 


known liability, the exact amount of which 
may be indefinite; (4) contingent reserves 
to provide for possible losses which may 
occur in the future; and (5) surplus re- 
serves which earmark retained earnings 
for some future purpose. 

Turning our attention first to those 
which represent a deduction which is made 
from the face amount of an asset to arrive 
at the amount which it is expected will be 
realized, accounting authorities are in com- 
plete accord with the accounting principle 
that such a reserve should be provided to 
cover any difference between the book 
amount of receivables and reasonably 
probable realization. They suggest, how- 
ever, that the term “‘reserve’’ be replaced 
by terms which indicate the measurement 
process, such as “less estimated uncollec- 
tibles.”* A host of legal decisions also 
affirms the necessity for such a step in the 
proper valuation of receivables.*® It has 
been held that failure to set up a reserve 
for doubtful accounts definitely indicates 
that the receivables on the statement can 
be regarded as being worth full value.!® In 
a Texas case, the Court of Civil Appeal 
went even further in stating that it was 
fraud to include in accounts receivable on 
a financial statement bad debts, which 
were charged to a “suspended ledger 
account” instead of a bad debt account, 
even though this was due to bad book- 
keeping, as it was contrary to commercial 
usage and customs." 

® Accounting Research Bulletin No. 34, op. cit. 

® Providence Co. v. Goodyear, 9 Wall 788 (N.Y. 1869); 
Park v. Grant Loco. Works, 3 Atl. 162 (N.J. 1885); 
Quinn v. Quinn Mfg. Co., 201 Mich. 664 (1918); Matter 
of Florscheim, 176 N.Y.S. 694 (1919); Slaydon v. Seip 
Coal Co., 25 Mo. 439 (1887); Hubbard v. Weare, 79 Ia. 
678 (1890); Wesp v. Muckle, 120 N.Y.S. 976 (1910); 
Spencer v. Lane, 198 Fed. 961 (1912); Moore v. Murchi- 
son, 226 Fed. 679 (1915); Pardee v. Harwood Co., 262 
Pa. 68 (1918); Cannon v. Wiscasseit Mills, 141 S.E. 344 
(N.C. 1928); Spring City Foundry v. Comm’r., 292 U.S. 
182 (1934): Vogtman v. Merchants Co., 178 Atl. 99 (Del. 
1935); Amick v. Cable, 222 N.C. 484 (1943); Nat'l Bank 
v. Tax Comm., 145 Pac. (2) 768 (Okla. 1944). 

10 State St. Trust Co. v. Ernst, 278 N.Y. 104 (1938). 


| Cameron v. First National Bank, 194 S.W. 469 
(Tex. 1917). 
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Accounting authorities are not in such 
agreement on the need for a Reserve for 
Cash Discounts as a deduction from re- 
ceivables, most of them passing it off as a 
minor element in valuation and rarely 
practised. The American Institute of Ac- 
countants went on record some time ago as 
believing such a reserve to be required for 
trade discounts and for cash discounts 
only if for more than 2 per cent.” 

In what is apparently the only case on 
the subject not involving income tax 
matters, a Federal Circuit Court permitted 
such a reserve to be set up, saying: “The 
real situation could better be shown by 
deducting the amount of the reserve from 
the total of accounts receivable on the 
assets side of the statement, and thus 
fixing the valuation of accounts receiv- 
able at that sum which is probably collect- 
ible thereon.’”* Cases involving whether 
amounts set up for reserves for cash dis- 
counts are deductible from income for 
income tax purposes seem to be somewhat 
on both sides of the fence. The law appears 
to be, however, that reserves for cash 
discounts which may be taken in the 
future are generally contingent reserves 
and are not deductible from gross income,“ 
unless the discounts can be determined 
with reasonable certainty, when such 
credits to cash discount reserves may be 
deducted from taxable income.” 

Turning our attention to the second 
type of reserve listed above, accountants 
are in universal agreement that a reserve 
for depreciation should be set up to prorate 
the cost of a fixed asset over its useful 
life.* The present day cases involving a 


2 Amer. Inst. of Accts., Examination of Financial 
Statements, 1936, p. 14. 

3 Landesman-Hirscheimer Co. v. Comm’r., 44 Fed. 
(2) 521 (1930). 

4 Lucas v. American Code Co., 280 U.S. 445 (1930); 
Leonard v. U. S., 7 Fed. Sup. 295 (1934); Brown v. Hel- 
vering, 291 U.S. 193 (1934). 

— Co. v. Comm’r., 56 Fed. (2) 1028 
% Accounting Terminology Bulletin No. 1, Amer. Inst. 


reserve for depreciation refer to it with 
varying degrees of emphasis,—thus, for 
instance, it has been held that it is ‘‘better 
practice to maintain depreciation re- 
serves,” that establishing such a reserve 
“is good business practice,”* that one 
“should be set up” (to protect the capital 
interests of preferred stockholders be- 
fore declaring dividends on the common 
stock),!® that a reserve for depreciation 
“must be set up” (before arriving at net 
profit under a pension plan),”° and that 
showing the value of buildings and ma- 
chinery on a financial statement without 
an allowance for depreciation “is contrary 
to commercial custom and usage and can 
be fraud.” 

Ever since the courts, led off by the 
Knoxville Supreme Court decision in 
1909,” began to include depreciation as an 
operating cost, they have given various 
interpretations to the purpose of the re- 
serve for depreciation, none of them too 
much at variance from the accountant’s 
concept of that account. Thus, courts have 
held that the principal purpose of depreci- 
ation accounting is to provide for the 
financing of replacements of property,” 
and to prevent impairment of capital 
investment.” Others, following the prac- 
tice in public utility accounting of some 
decades ago, saw it as a reserve for the 
equalization of large retirements.* A dic- 
tum in a Federal Court decision came 


of Accts., 1953, p. 25. 

11 United Light Co. v. Grand Rapids Co., 85 Fed. (2) 
331, 336 (1936). 

18 Farmers Co-op. Co. v. Birmingham, 86 Fed. Sup. 
201, 234 (1949). 

19 Wittenberg v. Federal Co., 133 Atl. 48 (Del. 1926). 
( — v. Commercial Cable Co., 293 N.Y. 105, 110 

1 4 

21 Cameron v. First National Bank, 194 S.W. 469 
(Tex. 1917). 

2 Knoxville v. Knoxville W ater Co., 212 U.S. 1 (1909). 

% United Co. v. West, 280 U.S. 234 (1930); Clark’s 
Ferry Bridge Co. v. P.S.C., 291 U.S. 227 (1934). 

% Galveston Elec. Co. v. Galveston, 258 U.S. 388 (1922); 
Lindheimer v. Ill. Bell Tel. Co., 292 U.S. 151 (1934). 

% Guaranty Trust Co. v. Grand Rapids Co., 7 Fed. 
Sup. 511 (1931). 
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nearer to the true purpose of a depreciation 
reserve, however, in saying: ‘‘Where a re- 
serve is created to take care of depreciation 
or obsolescence, . . . the function of such 
reserve is not to provide for contemplated 
capital expenditure, but rather to prevent 
an unwarranted increase in surplus, by 
limiting the particular asset item to its 
true value.’”** The more modern decisions 
go even further in affirmatively approving 
of the accountant’s viewpoint that the 
depreciation reserve represents that part 
of the historical cost of an asset allocated 
against the revenue of previous periods,”” 
a U.S. Supreme Court decision specifically 
stating that it expected a taxpayer to allo- 
cate the cost of assets over their useful 
life. A New York Surrogate’s Court also 
accepted the accountant’s concept of de- 
preciation, in limiting its decision in favor 
of a depreciation reserve to physical and 
material depreciation and obsolescence as 
distinguished from economic deprecia- 
tion.”® 

As with the reserve for depreciation, 
accounting authorities generally agree on 
the need for a reserve for depletion. Most 
court decisions, however, follow the ex- 
tremely important leading English case of 
Lee v. Neuchatel Asphalte Co., Lid.,®° which 
reversed the viewpoint of almost all ac- 
countants at that time, and held that there 
is no requirement compelling companies to 
limit their dividends to an amount re- 
maining after making allowance for ex- 
haustion of their capital invested in 
wasting assets. There is a host of American 
decisions which thus declare that a reserve 
for depletion is unnecessary in a “‘wasting 
assets” company.” Indeed, an important 


% Landesman-Hirschheimer Co. v. Comm’r., 44 Fed. 
(2) 521, 522 (1930). 

7 Baptist v. Oklahoma, 162 Pac. (2) 1012 (Okla. 
1945); U.S. v. Ludley, 274 U.S. 295 (1929). 

%8 Continental Tie Co. v. U. S., 274 U.S. 295 (1929). 

°° In re Kaplan’s Will, 88 N. Y. Sup. (2) 851 (1949). 

30 L.R. 41 Ch. Div. 1 (1889). 

3 People v. Roberis, 156 N.Y. 585 (1898); Excelsior 
Co. v. Pierce, 27 Pac. 44 (Calif. 1891); Goodnow ov. 


Delaware decision, which was in agreement 
with the accounting principle by specifi- 
cally holding that a reserve for depletion 
must be set up to take care of the capital 
investment of preferred stockholders be- 
fore a common stock dividend could be 
declared in a corporation in a “wasting 
assets” business,®? was shortly thereafter 
reversed by a statute passed by the Dela- 
ware legislature for that purpose.* 

In commenting on the Lee decision 
some years ago, Hatfield said it held 
merely that a company organized to work 
a wasting asset property might, in accord- 
ance with the terms of its own articles, 
distribute the net annual receipts without 
withholding a sum to represent the ex- 
haustion of the mineral deposits, there 
being no creditors who were thereby 
harmed. He furthermore agreed with the 
decision, asserting that investors in a 
mining venture expect it to end when the 
mine is exhausted and that the directors 
are not expected to keep the principal 
intact for other uses.** Hatfield went on to 
say that before the Federal income tax, 
depletion of wasting assets was rarely 
shown in American balance sheets, but 
that it subsequently became the prevalent 
practice to make such allowances.* At 
least one U. S. Supreme Court has sanc- 
tioned such practice by permitting a 
depreciation reserve to be set up.* 

As to the placement of the foregoing 
reserves on the balance sheet, it is a well- 
established principle of accounting that 
valuation reserves should be plainly asso- 
ciated with the assets to which they apply, 


American Co., 66 Atl. 607 (N.J. 1907); Boothe v. Summit 
Co., 104 Pac. 206 (Wash. 1909); Mellon v. Miss Co., 78 
Atl. 719 (N.J. 1910); Siration’s Independence v. How- 
bert, 20 Fed. 419 (1912). 

2 Wittenberg v. Federal Co., 133 Atl. 48 (Del. 1946); 
See also Pardee v. Harwood Co., 105 Atl. 48 (Pa. 1918). 

3 Wittenberg v. Federal Co. 138 Atl. 352 (Del. 1948). 

* Hatfield, H. R., Accounting, N.Y.: D. Appleton & 
Co., 1927, pp. 265-268. 

% [bid., p. 279. 

% Columbus Gas Co. v. P.U.C., 292 U.S. 398 (1934). 
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and are preferably to be subtracted di- 
rectly on the assets side, rather than 
merged with other reserves. A leading de- 
cision on the subject, directly in point, held 
that a financial statement was false which 
showed assets at cost and included the 
valuation reserves for those assets under 
liabilities without any descriptive heading 
to connect the two together. In the de- 
cision, the Massachusetts Supreme Ju- 
dicial Court said: “A true statement would 
show, at least, that the liability item was a 
deduction from assets and identify the 
asset from which the deduction was 
made.’”*? 

With reference to liability reserves, ac- 
countants agree that they are current 
liabilities, that they should not be classed 
as reserves at all, and that other terms 
should be substituted for them, such as 
“liabilities of estimated amount.’** The 
only legal cases on the subject involve 
reserves for taxes. In a leading decision, 
the United States Supreme Court did not 
mention directly whether the reserve for 
taxes should be considered a current lia- 
bility; it stated that it should be treated 
just like any other accrual, so that it can 
be inferred that the court meant it to be a 
current liability. The specific holding in 
the case was that if the tax-payer cor- 
poration is keeping books on the accrual 
basis, and not on the basis of receipts and 
disbursements, it must deduct from gross 
income all items of expense during the 
year, whether payable or not, even reserves 
for liabilities, a reserve for taxes in this 
particular instance, the amount of which 
and date of maturity of which are not 
definitely determinable.** 


" United Oil Co. v. Eager Transportation Co., 173 
N.E. 692, 694 (Mass. 1930); See also Landesman- 
Hirschheimer Co. v. Comm’r., 44 Fed. (2) 521 (1930); 
Cameron v. First National Bank, 194 S.W. 469 (Tex. 
1917); Cannon v. Wiscassett Mills Co., 141 S.E. 344 
(N. C. 1928). 

*8 Accounting Research Bulletin No. 34, op. cit. 

* U.S. v. Anderson, 269 U.S. 422 (1926); see also 
B.& O. Ry. Co. v. Comm’r., 78 Fed. (2) 456 (1935). 


Turning now to the question of contin- 
gency reserves to provide for possible 
Josses which may occur in the future, 
practically all accountants agree with the 
basic accounting principle that contingent 
liabilities of a recurring nature should be 
included among current liabilities, while 
more remote contingencies should be re- 
flected either in reserves appropriately 
designated, or parenthetically, or in a 
footnote. As illustrations of recurring 
items, accountants generally mention li- 
abilities for returnable containers or for 
the redemption of trading stamps, and 
feel these should appear as actual liabil- 
ities, not as reserves. As examples of more 
remote contingencies they usually list 
claims in connection with pending lawsuits 
or guarantees of various kinds, and believe 
these should be shown only parenthetically 
or by means of footnotes. The liability 
for discounted receivables accountants 
generally say may be shown in any one of 
three ways,—as a deduction from the asset 
item, entered in short in the body of the 
balance sheet, or as a footnote. 

The cases involving contingent liabilities 
seem to be on both sides of the fence. An 
early Kentucky case required an insur- 
ance company to set up a reserve for 
contingencies*® (no recent cases can be 
found because the accounts of these 
companies are now regulated by statute), 
and dicta in two cases said contingent li- 
abilities should be included in the balance 
sheet.“ Another early case in a Missouri 
Supreme Court, held that the contingent 
liability of a city to pay for water under 
certain conditions is not a debt to be in- 
cluded within constitutional limits on 
municipal indebtedness,“ and a Massa- 
chusetts decision also held that a contin- 
gent liability could be deducted from the in- 
: ae L. & M. Ins. Co. v. Page, 56 Ky. 412 
a v. Grout, 161 N.Y.S. 718 (1916); O’Connor v. 


Ludlam, 92 Fed. (2) 50 (1937). 
# Salino v. City of Neosho, 127 Mo. 627 (1894). 
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come available for interest on an income 
bond.* 

The recent decisions construing the in- 
come tax regulations agree that the pru- 
dent business man often sets up reserves 
to cover contingent liabilities, but they 
are not allowable as deductions from tax- 
able income.“ A federal court, construing 
a case involving accrual basis accounting, 
said a liability is deductible from income 
for tax purposes only when it is definite 
and absolute, whether paid or not, but if 
the liability should be wholly contingent 
upon the happening of an event, it is then 
not deductible until it becomes absolute.” 
Similarly, reserves set up to take care of 
“possible” liability under an action for 
patent infringement are not deductible,“ 
and the taxpayer cannot deduct from tax- 
able income a reserve for salary bonuses 
paid during the following year.” In an- 
other case, a publishing company bound 
by contract to accept returns was not 
allowed as a deduction a reserve designed 
to cover its loss in case of such returns, the 
court saying that a real reserve should rep- 
resent an actual obligation, whereas 
these reserves in question represented only 
a possible liability that would accrue, if 
ever, in some future year.** In similar vein, 
another Federal court decision held that a 
taxpayer could not exclude from its gross 
income that portion which it had set aside 
on its books as a reserve fund to cover its 
contractual liability to its customers to re- 
move merchandise from its warehouse at 
the end of the storage period.” 

In another case in a Federal court, how- 
ever, which did not involve income tax 


“8 gree v. Inter. Pavement Co., 116 N.E. 266 (Mass 
1917). 
“ Lucas v. American Code Co., 280 U.S. 445 (1930). 
“ Pierce Estaies v. Comm’r., 195 Fed. (2) 475 (1952). 
“ Columbus Glass Co. v. Miller, 38 Fed. (2) 509 (1930) 
a — Woven Felt Co. v. Ham, 38 Fed. (2) 114 
930). 
48 Readers’ Pub. Corp. v. U.S., 40 Fed. (2) 145 (1930). 
49 Capital Warehouse Co. v. Comm’r., 171 Fed. (2) 
395 (1948). 


regulations, but centered instead around 
the profits accountable under patent in- 
fringement, the contingent liability for 
unredeemed profit sharing coupons was 
allowed. This is, of course, in accord with 
the above accounting principle that such 
recurring claims are actual liabilities. 

As to the opinion of the courts on notes 
receivable discounted, the United States 
Supreme Court said that a guarantee on a 
note should be shown as a liability on the 
statement of a bank. “The material ques- 
tion was not under what particular head 
the note should have appeared,” the deci- 
sion said, “but whether it should have ap- 
peared somewhere in the report as a li- 
ability.” In this case the note was listed 
under notes and bills rediscounted, which 
the court thus held should have been 
shown as a liability." Two opinions of the 
New York courts hold that contingent li- 
abilities need not be shown on financial 
statements, one of them definitely involv- 
ing the accommodation indorsement on a 
note. 

The last type of reserve, the surplus re- 
serve which earmarks retained earnings 
for some future purpose, is the only one for 
which the American Institute of Account- 
ants believes the term should be used.® 
The American Accounting Association, on 
the other hand, would prefer to see the 
term completely eliminated from pub- 
lished financial statements and not used at 
all, because it would still leave unresolved 
the conflict between the general and the 
accounting connotations of the word.” 
Accountants for the most part approve of 
the setting up of surplus reserves, to 
segregate returned earnings into separate 
accounts descriptive of the purpose of the 
withholding, provided they do not lose 


5° Larson Co. v. Wrigley Co., 20 Fed. (2) 830 (1927). 

51 Cochran & Sayre v. U.S., 157 U.S. 286 (1895). 

® Witherow v. Slayback, 32 N.Y.S. 746 (1895); 
Whitney Arms Co. v. Barlow, 68 N.Y. 34 (1876). 

53 Accounting Research Bulletin $34, op. cit. 

% Comm. on Concepts and Standards, op. cit. 
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their character as a part of earned surplus. 
They insist, however, that they should be 
set up to show definitely whether income 
for the year is before or after the setting up 
of the reserve, and should be so distinc- 
tively labelled as to convey the source and 
probable manner of disposition of the 
given reserve balance.**A publication of the 
National Bureau of Economic Research 
even goes so far as to say that to restrict 
the use of reserves in public reports would 
deny to stockholders and the public the 
benefit of the best judgment of manage- 
ment and would be inconsistent with the 
present emphasis on full disclosure.” 

In conflict with the above fears ex- 
pressed by accountants as to the confusion 
the term would cause, and in further con- 
flict with the many evidences of lack of 
understanding by the courts of the term 
“reserve” in other uses, however, the legal 
decisions show a thorough knowledge of 
the concept and purpose of surplus re- 
serves. They hold, for instance, that re- 
serves for dividends on common capital 
stock,®* for pensions and benefits,®® and for 
insurance and contingencies, are mere 
bookkeeping entries which set aside a por- 
tion of earned surplus and do not separate 
funds of the company from its general 
assets, nor change their nature as divisible 
profits. 

One California Supreme Court decision 
even directly quoted from MacFarland 
and Ayar’s Accounting Fundamentals™ in 
saying that the accounting use of the 


% Sanders, T. H., “The Reserve Problem,” Journal 
of Accountancy, April, 1947, p. 291. 

“Miller, H. E., “Surplus Reserves,” ACCOUNTING 
Review, April, 1947, p. 147. 

5? Smith, D. T. and Butters, J. K., Taxable and Busi- 
ness Income, N.Y.: Nat’l. Bureau of Eco. Research, 
1949, p. 157. 

8 Cintas v. American Car and Foundry Co., 25 Atl. 
(2) 418 (N.J. 1942). 
one” v. Commercial Cable Co., 293 N.Y. 105 

© Lich v. U.S. Rubber Co., 39 Fed. Sup. 675 (1941). 

% Equitable Life Ass. Soc. v. Union Pac. R.R., 212 
N.Y. 360 (1914). 
® McGraw-Hill Book Co., 1936, p. 383. 
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word reserve as a part of an account title 
is mostly in a literal sense, to convey the 
idea of retaining, withholding, setting 
aside or setting apart, especially for a 
particular purpose.™ Perhaps the best 
description of the courts’ views on the sub- 
ject, however, showing a remarkably good 
knowledge of accounting, is that of a New 
Jersey Chancery Court decision as far 
back as 1908, in which the court said: “I 
fail to see how its character as ‘Surplus 
Net Profits’ can be changed by calling it 
‘Reserve for Additional Working Capital’ 
and doing nothing more about it... . It 
has always been a mere creature of book- 
keeping and, although as a matter of ac- 
counting merely, it was set apart and 
tagged with a new name, its physical 
condition and character were never 
changed. ... They may open other ac- 
counts with other names on their books, 
and appropriate the whole or any part of it 
thereto; but whatever they do about it, so 
long as it is not actually paid out, it must 
remain in fact ‘Surplus Net Profits’. Mere 
bookeeping entries cannot affect it.” 

Other cases involving surplus reserves 
held that it is proper to set aside the 
contribution to a sinking fund reserve to 
retire a mortgage before computing net 
profits available for dividends.® Another 
decision by a Federal Circuit Court held 
that the Public Service Commission has 
power to order a utility company to set up 
a contingency reserve for inflated asset 
values.® 

Thus it can be seen that, aside from 
some confusion by the courts on the sub- 
ject of accounting reserves, mainly be- 


63 First Industrial Loan Co. v. Daugherty, 159 Pac. 
(2) 921, 925 (Calif. 1945). 
% Bassett v. U.S. Cast Iron Pipe Co., 70 Atl. 929, 932 


.J. 1908). 

% Belfast Co. v. Belfast, 1 Atl. 362 (Me. 1885); Grats 
v. Redd, 43 Ky. 178 (1843) Excelsior Water Co.v. Pierce, 
27 Pac. 44 (Calif. 1891). 

®% Amer. Power & Light Co. v. S.E.C., 158 Fed. (2) 
771 (1946). 
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cause the judges are wrestling with un- 
familiar accounting concepts, or comment- 
ing on them in the light of entirely differ- 
ent legal questions to be decided by them, 
and aside from the occasional slips in refer- 
ring to them as funds or liabilities, the 
courts seem to have fairly clear under- 
standing of accounting reserves. Because 
accountants themselves object to the in- 
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discriminate use of the word ‘“‘reserve”’ in 
their financial statements, lawyers and 
judges are indeed justified if they make 
some mistakes in their interpretation of 
various accounts carying that title. Fur- 
thermore, this study has shown that, by 
and large, the legal decisions are in accord 
with the accounting principles and ideas 
on the subject of accounting reserves. 
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THE FINANCIAL VALUE OF EARLY 


TAX DEDUCTIONS FOR 
DEPRECIATION 


GLENN FALLS 
Assistant Professor, Anderson College 


ances is of very little or no signifi- 

cance in terms of financial gain to 
a taxpayer. In the long run, only the tax 
basis (generally acquisition cost of a facil- 
ity) can be deducted in arriving at net in- 
come subject to tax.”’ This statement is a 
very familiar one and has not been chal- 
lenged sufficiently to make those con- 
cerned aware of its inadequacy. Sub- 
stantial financial gain or loss may accrue 
to the taxpayer in the timing of deprecia- 
tion allowances. The allowance of special 
amortization on emergency facilities may 
be used to illustrate this point. 

It will be recalled that Section 124A of 
the 1939 Internal Revenue Code, as 
amended (Section 168 of the 1954 Code), 
provides for deductions over sixty months 
of the cost of facilities certified as necessary 
in the interest of national defense.’ Partial 
certification of such facilities is made pos- 
sible, and the cost of the certified portion 
is to be allocated evenly over sixty months 
without regard to the actual life of the 
facilities. The primary reason for the pass- 
age of this act was to stimulate private 
investment for military production. Since 
allowances have been based primarily on 
an incentive basis rather than on the basis 


Tis TIMING of depreciation allow- 


‘Section 216 of the Revenue Act of 1950 provided 
for these emergency facility allowances early in the 
Korean emergency. Similar provisions have been en- 
acted in previous emergencies. In World War I, Public 
Law No. 254 of the 65th Cong., 3d sess. and Public Law 
No, 98 of the 67th Cong., ist sess. provided for amorti- 
zation of emergency facilities. In World War II, the 
Second Revenue Act of 1940 was incorporated into the 
Internal Revenue Code as Section 124, providing such 
amortization. 
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of decline in useful values, it is to be ex- 
pected that facility values would continue 
into the post-ammortization period. Also, 
since Section 124A provides only for five- 
year amortization, it is to be expected 
that the value of certain facilities would 
cease before the end of the amortization 
period, either because the emergency 
ceased or because contracts were no longer 
available. 

It is assumed in the following analysis 
that the amortization period coincides 
with the emergency, that the emergency 
facilities continue to be useful in the post- 
emergency period, and that the company 
investing in emergency facilities operates 
profitably throughout both the emergency 
and post-emergency periods. It is recog- 
nized, of course, that these conditions can- 
not be predicted with certainty when facil- 
ities are certified. It will be found in the 
analysis that gain or loss due to the timing 
of the allowances may arise in the form of a 
tax savings or extra cost or an interest 
saving or cost. 


TAX SAVINGS 


A tax savings may arise when the post- 
emergency tax rates are less than the rates 
during the emergency. A tax loss would 


_ result if the post-emergency rates for the 


company increased. A tax gain may be 
computed as shown in example A, which is, 
of course, highly simplified: 


Example A. Assume that a plant is built 
for $100,000 for the production of supplies 
on government contracts which will take 
five years to complete. Assume further 
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that the facility is expected to be fully 
utilized for twenty years. Also assume a 
flat emergency period tax rate of 80 per 
cent of profits and a post-emergency rate 
of 50 per cent. 

In example A, deductions under the 
amortization provisions will provide a tax 
savings of $22,500, as compared to reliance 
on the depreciation provisions (straight- 
line over twenty years). Under amortiza- 
tion, the tax saved during the emergency is 
$60,000 (80 per cent of $75,000, the excess 
of amortization over depreciation) and the 
extra post-emergency tax is $37,500 (50 
per cent of $75,000). The size of the sav- 
ings is due largely to the long service life of 
the facility, which places a greater portion 
of the depreciation deductions in the 50 
per cent tax rate years. If the service life 
were twenty-five years, the savings would 
be $24,000. If the service life were only ten 
years, the savings would be $15,000. If the 
service life were five years or less, no tax 
savings would result. If the tax rates are 
constant, there will be no tax savings, re- 
gardless of the length of service life. If the 
rates increase, there will be a correspond- 
ing tax penalty under amortization. 


INTEREST SAVINGS 


In addition to the tax savings involved 
in example A, the interest value of early 
deductions as compared to later deduc- 
tions should be considered. This shifting 
of deductions into earlier periods permits 
the taxpayer to defer tax payments with- 
out an interest charge. There is, in effect, 
an interest-free government loan thus 
made to the investor. A conservative mea- 
sure of the value of the interest savings 
can be found by reference to the interest 
rate for high grade corporate bonds. For 
the years 1919 to 1953 the rate for Aaa 
corporate bonds, as evaluated by Moody’s 
Investors Service, varied between 2.5 and 
6.5 per cent, averaging about 3.0 per cent. 
It appears, then, that 3.0 per cent should 


represent a reasonable rate for computa- 
tion of any interest savings in early tax 
deductions. The interest savings is isolated 
in the analysis of example B. 


Example B. Same as example A, except 
that there is no change in the tax rates. 

Any tax savings under amortization 
during the emergency years would only be 
temporary, since the same amount would 
be repaid in the post-amortization years 
because of the absence of depreciation 
deductions. If interest is compounded at 
the rate of three per cent on the temporary 
tax savings, less the tax repayments, the 
value of such interest at the end of the 
twenty years would be $24,861.87, or 24.8 
per cent of the original cost of the facility? 
The value of the interest savings when 
viewed from the vantage point of the 
beginning of the life of the facility is 
$13,765.43 ($24,861.87 discounted for 
twenty years at three per cent, compounded 
annually). This is 13.8 per cent of the cost 
of the facility. 


COMBINED TAX AND INTEREST SAVINGS 


With reference to example A again, 
where the post-emergency tax rate declines 
to 50 per cent, an actual tax savings of 
$22,500 has been shown to occur. If the 
interest and tax savings are combined, the 
following are the results: Compounded at 
three per cent annually, the tax savings 


2 The computation is as follows: The temporary tax 
saving is $12,000 each year during the emergency (80 
per cent of $15,000, the excess of amortization over de- 
preciation)—total $60,000. The absence of deductions 
in the post-emergency years calls for additional tax 
payments of $4,000 in each of these years (80 per cent 
of $5,000, the depreciation allowances)—total $60,000. 
The temporary tax savings, $12,000 each year for five 
years, with interest at three per cent compounded an- 
nually, amounts to $63,709.63 at the end of five years. 
This $63,709.63 would, without removal of any of the 
funds, accumulate to $99,257.53 at the end of the re- 
maining fifteen years. The removal of the required extra 
tax of $4,000 at the end of each of the fifteen years 
would eliminate $74,395.66 of the fund. The amount 
left at the end of the life of the facility is, therefore, 
$24,861.87 ($99,257.53 less $74,395.66). 
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in the amortization years will earn enough 
to pay the extra tax in the fifteen years in 
which no depreciation is allowed, and there 
will be left over at the end of the service 
life of the machine $52,760.25, or 52.8 per 
cent of the original cost of the facility.* 
The value of the tax and interest savings 
when viewed from the vantage point of the 
beginning of the life of the facility (the 
point at which the investment is con- 
sidered) is $29,212.07, or 29.2 per cent of 
the investment cost of the facility. 

The financial gain from special amorti- 
zation is even greater in cases where serv- 
ice life is longer, or the interest rate is 
greater, or the post-emergency tax reduc- 
tion is greater. For those who may choose 
to measure gain on an earnings rather than 
interest basis, the gain thus measured may 
be substantially increased. Such a choice 
may be justified only because during 
periods of emergency, various market im- 
perfections may temporarily cause mar- 
ginal earnings to substantially exceed the 
cost of funds. 

On the other hand, the gain is cor- 
respondingly reduced in cases where the 
service life or interest rate is reduced; 
when there is an increase in post-emer- 
gency tax rates for the company; or when 
facilities are certified as less than 100 per 
cent of cost. As previously indicated, no 
gain may appear in cases where there is no 
post-emergency value in facilities. There 
may be, of course, a gain as compared to 
depreciation deductions under Bulletin F 
rates, but none as compared to deductions 
under the depreciation, obsolescence, and 
loss provisions of the Code. In fact, there 
may be a loss in the choice of amortiza- 
tion in those cases where service life is 
shorter than the five year period. 

Two concluding examples will illustrate 


* The computation is the same as in footnote 2 except 
that the extra tax required in post-amortization years 
is only $2,500 instead of $4,000, thus leaving a greater 
value at the end of the life of the facility. 


possible combined interest and tax savings 
from early depreciation deductions. 


Example C. Same as example A, except 
that the useful life of the facility is twenty- 
five years and an arbitrarily chosen mar- 
ginal earnings rate of six per cent is used 
instead of an interest rate of three per cent 
for the computation of savings. 

The results in this case are almost un- 
believable! Compounded at six per cent 
annually, the tax savings in the amortiza- 
tion years will earn enough to pay the 
extra tax in the twenty years in which no 
depreciation is allowed, and there will be 
left over at the end of the service life of the 
machine $157,839.00, more than half again 
as much as the original investment! The 
computation is the same as in example A. 
The value of the savings at the beginning 
of the twenty-five years is $36,776.27, or 
36.8 per cent of the cost of the facility. 

Example D below is given asa case which 
may be more typical of actual situations 
arising under the Revenue Act of 1950. It 
can be considered more typical because 
post-emergency tax rates have generally 
declined after emergencies, particularly 
with the removal of excess profits taxa- 
tions. Also, the useful life of a facility can- 
not generally be assumed to be 25 years. 
This life might represent that of buildings, 
but not machinery, for technological ad- 
vances in machinery shorten economically 
useful lives of existing facilities to much 
less than physically productive lives. Fur- 
thermore, during the most recent emer- 
gency, facilities have typically been certi- 
fied at less than 100 per cent—in fact, on 
an average of about 60 per cent.‘ 


Example D. Same as example A, except 
that $100,000 certification represents 60 


4See Defense Production Administration, ‘ense 
Programs, Federal Aids for Facilities Expansion (Dec- 
ember 29, 1951), p. 1; also Defense Production Act 
Progress Report No. 25, Joint Committee on Defense 
Production, 83rd Cong., ist sess. (April 20, 1953), p. 9. 
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per cent of cost, and there is post- 
emergency value of only five years. 
Compounded at three per cent annually, 
the tax savings in the amortization years 
on $100,000 will earn enough to pay the 
extra tax in the remaining five years in 
which no depreciation is allowed, and 
there will be left over at the end of the 
service life of the facility $22,692.27, 
approximately 22.7 per cent of the certi- 
fied portion of the facility or 13.6 per cent 
of the full investment cost (60 per cent of 
22.7). The value of the tax savings and 
interest benefit discounted to the begin- 
ning of the life of the facility is $16,885.18, 
about 16.9 per cent of the certified portion 
of the facility or 10.2 per cent of the total 
investment cost. For those who choose to 
think in terms of an earnings or benefit 
rate of six per cent, the savings at the 
end of facility life would amount to ap- 
proximately 32 per cent of the certified 
portion of the facility, or 19.3 per cent of 


the full investment cost. At the begin- 
ning of the life of the facility, these per- 
centages would be 18 and 10.8 respec- 
tively. 

The above examples point out clearly 
the fallacy of the statement, ‘“The timing 
of depreciation allowances is of very little 
or no significance in terms of financial gain 
to a taxpayer.” Substantial tax and inter- 
est savings may result in cases where the 
estimated useful life of facilities greatly 
exceeds the write-off period for tax pur- 
poses. Also, any depreciation method 
which will shift deductions into the earlier 
portion of facility life, such as is being 
allowed under the 1954 Revenue Act, will 
tend to produce similar results. Such sav- 
ings may be justified in the face to the facts 
of decline in economic usefulness of facil- 
ities. Business executives will do well to 
insist upon a careful timing of depreciation 
allowances, and, perhaps, all other tax 
deductions. 
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MANAGEMENT CONTRACTS, EXPENSE 


SHARING AGREEMENTS, AND 
TAX PLANNING 


ANDOR BERETVAS 
Comptroller, Hickory Hotel Co. Inc. 


discussed tax planning and tax effects. 

Comprehensive comparisons have 
been published listing tax factors that in- 
fluence the choice of type of organization 
—corporation, partnership, or sole pro- 
prietorship. One tax review lists as tax 
factors in the choice the tax burden, tax 
concern, capital gains and losses, exempt 
interest, social security taxes, and com- 
munity property. It gives a detailed analy- 
sis on tax problems of personal holding 
companies, improper accumulations, and 
other transcations. 

One phase of the subject which has not 
been discussed frequently and which is 
the subject of this study is the contract 
entered into to regulate management com- 
pensation or to allocate administrative ex- 
penses between one or more operating 
businesses or companies. These contracts 
are generally known as expense sharing 
agreements. They may be entered into 
between parent corporations and its sub- 
sidiaries, or they may be used in a situa- 
tion where the managing corporation has 
a controlling interest in the managed 
corporation. 

The principal questions which arise are 
the form of the contract and the establish- 
ment of a reasonable rate of compensation. 
The contract must meet the ‘“reasonable- 
ness’’ test. 

These contracts must be considered 
from many angles. Besides Federal tax 
requirements, state income tax apportion- 
ments must be considered. The basic 
principle is that the contract must be 
applied consistently. Formal authoriza- 


[' RECENT YEARS many studies have 
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tion should be entered in the minutes of 
both the management corporation and the 
managed corporations. The deductibility 
of the payments under Section 23 of the 
Internal Revenue Code must be con- 
sidered. 

Two sample contracts will be shown 
here, Exhibit “A” and Exhibit “B.” They 
will be discussed in the light of the general 
rules with some stress on_ borderline 
matters. 

Exhibit “A” is a simple management 
contract in which the relationship between 
the employer and the manager is deter- 
mined. This type of contact is a general 
management contract as opposed to a 
limited contract in which a specific prop- 
erty, fully described, is turned over for 
management. Naturally there is a differ- 
ence between contracts where security is 
given for proper performance and those 
under which such requirements are 
waived. Under Exhibit “B” an expense 
sharing agreement is shown. 

In Case A services are rendered by a 
manager, usually a subsidiary corporation. 
In case B the parent corporation performs 
for the subsidiary the same services—the 
clerical work, legal and supervisory serv- 
ices, and other general administrative 
duties. In the first case the fee is based on 
gross income. In the second case the fee is 
dependent on the funds employed. Nat- 
urally allocations and apportionments can 
be made in different manners, to accord 
with the practical needs. The governing 
rule always should be, (1) consistency, and 
(2) ‘‘reasonableness of the fee.” 

In the past some agreements were 
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based on a fixed fee. Services were strictly 
limited. Such agreements require con- 
stant re-negotiation and re-opening. That 
is why the contract in which the fee is 
based on gross receipts or on funds em- 
ployed is more flexible and more adaptable 
to changing circumstances. 

In case A, corporation X owns all the 
capital stock of corporation Y, which 
operates the properties of X. Corporation 
Y is entitled to 5 per cent fee based on all 
the gross receipts of properties owned by 
corporation X. In case B, the parent cor- 
poration performs all of the administrative 
duties for corporation Y. Corporation Y 
owns the properties. The fee is dependent 
upon the allocated funds or investment. 

In both of these cases the plan of opera- 
tion is for the purpose of eliminating—or 
at least minimizing inequities in taxes. At 
the same time the goal should be to achieve 
a better administration and simplified 
supervision and management. 


CONCLUSION 


No one can be guided by a single 
formula and not one general apportion- 
ment or allocation formula can be consid- 
ered as perfect. Each case has to be han- 
dled on its own merits, following the basic 
rules on consistency and reasonableness. 


AGREEMENT 


This agreement made this 29th day of Decem- 
ber, 1949, between Dream Hotel Company, an 
Illinois corporation, hereinafter called the Mana- 
ger and the Reality Hotel Corporation, a Wis- 
consin corporation, hereinafter called the Em- 
ployer: 

WITNESSETH, The Employer appoints the 
Manager to manage and control all hotels, build- 
ings, stores, and all other real estate hereinafter 
called the property owned and controlled by the 
Employer. 

(2) The Manager shall have complete and ab- 
solute authority to direct and manage said prop- 
erty, its employees, and functions. 

(3) The Employer retains legal possession and 
the right to receive all income from the operations 


of the said property, and agrees to pay the operat- 
ing expenses of the said property. 

(4) The Manager shall collect all rents or other 
income due or to become due from the said prop- 
erty and shall turn such proceeds over to the 
Employer by not later than the 15th day of each 
month after such rents or income shall become 
due and payable. 

(5) The Manager shall keep accurate books of 
account and records regarding the operation and 
management of said property including records 
and receipts of all rents and other income collected 
thereon. Said books and records shall be available 
for inspection by the Employer at any time upon 
his giving the Manager reasonable notice of his 
desire to make such inspection. 

(6) The Employer appoints the Manager as its 
attorney-in-fact for the purpose of signing con- 
tracts or other documents necessary for the 
proper management of the said property. 

(7) The Manager in addition to the other 
duties will hire all employees on behalf of the 
Employer, prepare payrolls and file tax returns. 

(8) The Employer shall pay to the Manager 
as compensation for its service an amount equal to 
five (5%) per cent of the gross income of all of 
the property and affiliated businesses covered by 
this agreement, such compensation to be payable 
at the end of each fiscal year. 

(9) This agreement shall automatically ter- 
minate on the 31st day of December, 1954; how- 
ever, either party shall have the right to terminate 
this agreement at the end of any calendar year 
prior to said date upon furnishing written notice 
to the other party of their intention to cancel this 
agreement at least thirty days prior to the end of 
the calendar year. 


EXPENSE SHARING AGREEMENT 


THIS INDENTURE, made as of this 29th 
day of December, 1949, between RIVER HOTEL 
CO. (hereinafter called ‘“River’”’), an Illinois 
Corporation, on the one hand and HOTEL 
LAKE, INC., a Michigan Corporation, on the 
other hand: 

WITNESSETH: 

WHEREAS: River is engaged in the business 
of managing hotels and their operated businesses, 
and first party owns and controls certain hotels 
manned with its employees, in consideration of 
the promises and covenants hereinafter men- 
tioned, to be kept and performed by River, Lake 
hereby turns over to and vests into River the full, 
complete and absolute authority, control and 
charge of the hotel and its employees, to direct 
and manage the hotel. The Lake reserves unto it- 
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Expense Sharing Agreements and Tax Planning 


self legal possession of all premises, and the right 
to collect and receive all income from the opera- 
tion of the hotel, and agrees to pay the operating 
expenses therefrom. River accepts the manage- 
ment of the hotel and will manage the same in 
accordance with the terms of this agreement. 
Lake agrees to appoint River as its Attorney-in- 
fact for the purpose of signing contracts or other 
documents in connection with the business. River 
is duly authorized Agent and has the right to 
sign all such instruments. 

WHEREAS: This agreement shall be in force 
from January 1, 1950 on to December 31, 1951, 
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running automatically for an additional two years, 
except a ninety day notice by either party. 

NOW THEREFORE: As compensation for its 
services Lake will pay at the end of each year five 
per cent (5%) of the gross income of all of the 
hotels and their affiliated businesses covered by 
this agreement, to River for River’s overhead. 
The administrative duty of River is not only to 
hire the employees of the Lake, but to prepare 
their payroll, file their tax returns, make rendi- 
tions on their personal property, and take care of 
the proper administration and supervision of the 
hotel. 
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COUNTING REvieEW the first collection 

of “‘framed”’ research problems in ac- 
counting was published. The real objective 
of this project, as stated in this initial list- 
ing, was to expose real research needs in 
accounting to the large research potential 
represented by the great number of college 
and university teachers and graduate stu- 
dents of accounting. In an attempt to in- 
sure the worthwhileness and practicality of 
the projected problems, it was hoped that 
most of them could be gleaned from in- 
dustry and public practice. All of the fol- 
lowing research problems were contributed 
by those engaged in research in national 
accounting organizations, by public ac- 
countants, or by regulatory commissions. 
There is little question but that these prob- 
lems represent “felt needs” and are there- 
fore profitable areas in which to expend re- 
search effort. 

If the value of research in accounting is 
to be realized by the profession, the results 
of that research must receive publicity. 
I should like to urge that those engaging in 
research, whether on projects proposed in 
this section of the REVIEW or on problems 
found elsewhere, report on that research 
so as to give the profession the benefits of 
the results obtained. 

I should like to express my appreciation 
for the splendid cooperation, helpful sug- 
gestions, and generous contributions ren- 
dered this project by all those whom I 
have contacted. 


[’ the October, 1954, issue of THE Ac- 


RESEARCH PROBLEMS IN ACCOUNTING 


A. Effect of Accelerated Depreciation on 
Costs and Selling Prices 


Problem: To determine whether meth- 
ods of accelerating depreciation have 


had material effect on costing products 
and setting selling prices and particu- 
larly whether or not it is general prac- 
tice for corporations using such meth- 
ods for financial reporting to apply the 
same depreciation charges in unit cost- 
ing of products. 


Approach: While literature should be 
scanned for applicable information, 
it is more likely that correspondence 
with companies would be more fruitful. 
Stockholders’ reports in many cases 
have indicated that depreciation has 
been accelerated during earlier years 
of use of newly acquired productive 
equipment; or that substantial costs 
have been certified as “emergency 
facilities’ which are being amortized 
on the books as well as on tax returns; 
or that declining balance or sum of the 
digits depreciation has been adopted 
for both purposes. Letters of inquiry 
might be addressed to the controllers 
of a representative group of such com- 
panies. 


Specific Questions: 

1. When accelerated methods of pro- 
viding depreciation are used in the 
general accounts, is there any pre- 
ponderance of practice for using 
such book depreciation in comput- 
ing unit costs or for using some 
other depreciation basis for costing 
purposes? 

2. What are the considerations recog- 
nized in deciding the answer to the 
foregoing question? 

3. Do the considerations vary accord- 
ing to the theories and methods 
adopted for accelerating book de- 
preciation? 
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4. Do the same considerations hold in 
connection with determination of 
selling prices? (Donald P. Perry, 
Lybrand, Ross Bros. & Montgom- 


ery.) 


B. A Study of Problems in Consolidations 


Problem: Study of additional rules or 
principles which should govern the 
preparation of consolidated financial 
statements in the following and other 
novel situations. 


Approach: Accounting literature, 
which relates to the preparation of 
consolidated financial statements, ex- 
cept for a few publications, is repeti- 
tious and does not appear to furnish 
definite rules or principles of consolida- 
tion which can be used as guides in 
connection with many of the present 
day problems inherent in the situations 
described briefly in the questions 
raised below. Under these circum- 
stances it appears that this study 
should begin where present day ac- 
counting literature regarding consoli- 
dation stops. 

The person undertaking this research 
problem should be familiar with cur- 
rent accounting literature regarding 
consolidations, and the rules and regu- 
lations of the Securities and Exchange 
Commission relating to consolidated 
financial statements as set forth in its 
forms and in Regulation S-X. To ob- 
tain material for the study the re- 
searcher should examine on a case-by- 
case basis the parent-subsidiary-affli- 
ate relationship of many of our large 
corporations. 

Comparison should be made com- 
pany by company of the financial 
statements included in reports to 
stockholders and the financial state- 
ments included in registration state- 
ments, applications for registration and 
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annual reports filed with the Securities 
and Exchange Commission to ascertain 
whether the same basis of consolida- 
tion has been followed in such reports. 
Comparison of these reports should be 
made also to determine whether there 
is consistency in the application of con- 
solidation principles in situations which 
appear to be similar. If differences are 
found an attempt should be made to 
determine whether the underlying facts 
justify the differences noted. The fol- 
lowing points, together with many 
others, should be noted: 


(1) control through stock ownership or 
otherwise; 

(2) location of parent and each sub- 
sidiary or affiliate such as domestic 
or foreign; 

(3) nature of parent’s business; 

(4) nature of business of each sub- 
sidiary or affiliate; and 

(5) relationships, contractual or other- 
wise, existing between the several 
companies in the group. 


Source materials for the study: Current 
accounting literature, reports to stock- 
holders, and public files of the Securi- 
ties and Exchange Commission con- 
taining registration statements, ap- 
plications for registration and annual 
reports. 


Questions: 


What “control” tests should be applied 

before a subsidiary is consolidated? 

A. Should ownership of more than 
50% of the voting shares be suffi- 
cient for consolidation? 

(1) If, because of dividend de- 
faults, preferred shareholders 
have the right to vote, should 
the votes cast by such share- 
holders be considered in deter- 
mining whether there is more 
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than 50% control by the par- 

ent? 
Should the existence of a contract 
stating that the parent company’s 
right to declare dividends in a sub- 
sidiary is subject to the approval of 
the minority stockholders of the 
subsidiary preclude the parent from 
consolidating that subsidiary? 


. Should a company in which a re- 


porting company owns no stock 
but which it controls by contract 
or otherwise (999 year lease and 
other situations) be included in a 
consolidation with the reporting 
company and its other subsidiaries, 
if any? 


Consider the nature of the business 
operations of both parent and subsid- 
iary or affiliate. Should consolidation 
be permitted or required in the follow- 
ing situations: 

A. Parent is an industrial company; 


subsidiary is a finance company. 

(1) Suppose subsidiary finances 
only purchases made by cus- 
tomers of the parent company? 

(2) Suppose customers of parent 
constitute only principal part 
of finance company’s business? 

(3) Suppose finance company has 
obligations outstanding which 
are not guaranteed by the par- 
ent and which finance company 
is able to meet out of its own 
earnings? 

Parent is an industrial company; 

subsidiary is a realty company. 

(1) Suppose subsidiary owns land, 
buildings, etc., which it leases 
to parent company only. 

(2) Suppose subsidiary leases prop- 
erty to others as well as to par- 
ent? 

(3) Suppose subsidiary has out- 
standing bonds secured by the 
real property it owns and 


which are (a) not guaranteed 
by the parent; (b) guaranteed 
by the parent; and (c) on which 
the subsidiary is able to pay the 
interest and principal without 
assistance from the parent com- 
pany? 

Parent company and most of its 

operating subsidiaries are engaged 

in operating entertainment enter- 
prises such as motion picture thea- 
tres; subsidiary X is engaged in 
manufacturing a product which is in 
no way related to theatre business. 

(1) Should subsidiary X be con- 
solidated with parent and its 
other subsidiaries? 

(2) What constitutes a related busi- 
ness if it is determined that it 
is necessary for subsidiary to be 
in a related business to be in- 
cluded in the consolidation? 


Unclassified questions: 
A. In consolidation, what treatment 


should be accorded dividends 
charged to capital surplus on books 
of the parent which has no earned 
surplus when its wholly-owned sub- 
sidiary has a substantial amount of 
earned surplus and is in a position to 
pay dividends to the parent? 


. Should financial statements of par- 


ent always be furnished also when 
consolidated financial statements 
are made a part of a published re- 
port? 


. If the conclusion is reached that 


consolidated financial statements 
only should be filed, should there be 
a rule also requiring the segregation 
in the statements of the amount of 
surplus applicable to the parent? 


. Where in the financial statements 


should the minority interest be dis- 
closed? 


. Should consolidation of a subsidiary 


be permitted where 


B. 
|_| 

B. Ce 


H. 


(1) the parent owns all of the com- 
mon stock of the subsidiary 
which has bonds outstanding 
which constitute 80 to 90 per- 
cent of the capitalization of the 
company? 

(2) the situation is the same as that 
described in (1) above and in 
addition the parent (a) has 
guaranteed the bonds; or (b) 
has not guaranteed the bonds 
of the subsidiary? 


Should a subsidiary which has been 

consolidated in previous years 

(1) be consolidated as of the most 
recent year if it has been sold 
or otherwise disposed of after 
the close of the year but prior 
to the date as of which financial 
statements are prepared? 

(2) be consolidated as of the most 
recent year if prior to the prepa- 
ration of financial statements 
the directors announce their 
intention of disposing of the 
subsidiary and (a) there is rea- 
sonable assurance that the sale 
will be consummated, or (b) 
there is no indication that the 
proposed sale will be accom- 
plished? 


. Should a subsidiary which was 


(1) recently organized be consoli- 
dated if there are serious ques- 
tions, political or economic, as 
to whether it will continue in 
that capacity? 

If majority ownership of a com- 

pany is acquired over a period of 

years by successive small purchases 
of stock, is it sounder to consider 
acquisition surplus as representing 
the proportion thereof applicable 
to the total percentage of ownership 
at the time majority ownership is 
acquired or the percentage appli- 
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cable to the various shares on the 
dates they were acquired? 


I. If the parent has foreign subsidiar- 


ies which constitute an integral 

part of its operations, should those 

subsidiaries be consolidated 

(1) if the countries in which the 
subsidiaries are located pro- 
hibit the exportation of funds? 

(2) if located in a country which 
has rapid and material fluctua- 
tions in the value of its cur- 
rency in terms of the U. S. 
dollar? 


J. To what extent should the fact that 


the subsidiaries have closing dates 
which differ from the closing date of 
the parent affect the preparation of 
consolidated financial statements? 
K. To what extent can the principal 
accountants for the parent com- 
pany rely on the certificate of other 
accountants where such other ac- 
countants do a substantial portion 
of the audit work, especially the 
audit work on subsidiary compa- 
nies? What is the principal account- 
ant’s duty in situations of this kind? 


. Disclosure of Events Subsequent to the 


Date of Financial Statements 


Problem: To examine published state- 
ments to determine the scope and 
nature of information given as to 
events subsequent to the date of the 
financial statements and to compare 
practice before and after issuance of 
Bulletin 25 of the Committee on Audit- 
ing Procedure of the American Insti- 
tute of Accountants. 


Approach: Published stockholder re- 
ports, S.E.C. filings and prospectuses. 


Comments: The area of disclosure of 
post balance sheet events has been 
broadening in the past ten or fifteen 
years, culminating in the issuance of 
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Bulletin 25. Relatively casual observa- 
tion and discussion indicate consider- 
able difference in the nature and extent 
of such disclosures. An examination of 
statements before (say 1935-45) and 
after (1954-55) should enable a state- 
ment to be developed as to present 
practice in this area. 


. The Internal Audit of Non-Financial 
Operations 


Problem: To outline the approach of 
the internal auditor and the scope of 
his examination and appraisal in the 
internal audit of non-financial opera- 
tions. 


Comments: With the acceptance and 
establishment of internal auditing as a 
distinct function, there has come a 
natural trend to maximum utilization 
of the broad company background and 
the abilities of the internal auditor in 
matters involving examination and 
appraisal. 

As long as financial operations were 
the sole subject of the internal audi- 
tor’s work, there was little question as to 
the general scope and approach of the 
internal auditor. This was because (1) 
the internal auditor usually reported 
to the chief financial executive so that 
there was no question of crossing or- 
ganization lines and (2) internal audi- 
tors are usually selected with particular 
attention to their background and 
ability in financial fields. The result has 
been that internal audit programs or- 
dinarily provide for systematic cover- 
age of financial operations. 

The next step was to extend the 
scope of the internal auditor’s work to 
non-financial departments. In many 
companies, the internal auditor’s pro- 
gram covers such departments as pur- 
chasing, advertising, sales, traffic and 
manufacturing. 

In this extension of his scope, the 


The Accounting Review 


internal auditor goes from the financial 
area—where there is no particular 
question as to his abilities and where a 
majority of the problems have an ac- 
counting basis—to an area where many 
of the decisions are not subject to 
exact dollar evaluation and where the 
operating executives may question 
both the need for internal audit and the 
validity of the resulting findings and 
recommendations. 

The usual approach to the internal 
audit of non-financial operations is 
through examination and appraisal of 
the internal control mechanisms of 
these operations. This covers such mat- 
ters as organization structure, policies 
and related procedures, accounting and 
other records, reports and standards of 
performance. In these areas, the in- 
ternal auditor is qualified by back- 
ground and experience. The principal 
question comes as to just how far he 
should go beyond these areas—how 
much responsibility he has or should as- 
sume for the appraisal and reporting of 
situations in which there appear to be 
questions of deficiency in administra- 
tion or judgment. If the internal 
auditor should fail to report such mat- 
ters, he may be regarded by his man- 
agement as lacking in judgment if such 
deficiencies are later revealed. If the 
internal auditor is positive in his judg- 
ments, he may be resented and opposed 
with the contention that he is presum- 
ing to pose as an expert in a field in 
which he is not qualified. 


A pproach to problem: 


Study may well begin with a review 
of published material on the subject of 
internal control—since this is usually 
the approach of the internal auditor. 
Beyond this would come study of pub- 
lished material on the internal audit 
or non-financial operations. 
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It is almost essential that there bea F. Keeping Standard Costs U p-to-Date 


field study of the problem in one or 
more companies. Naturally, those se- 
lected should have internal audit pro- 
grams which cover more than the finan- 
cial departments. Discussions should 
be held with executives of these de- 
partments regarding their opinions and 
reactions to the internal audit work, 
as well as with the head of the inter- 
nal auditing department and his supe- 
rior. 


Specific problems: 


(1) What should be the approach of 
the internal auditor? 

(2) How should the internal auditor 
report on apparent deficiencies in 
policy or performance? 

(3) What value is derived from the in- 
ternal audit of nonfinancial opera- 
tions? 


(Bradford Cadmus, Managing Director, 
Institute of Internal Auditors) 


E. A Study of Special Problems of Report- 


ing by Insurance Companies 


Problem: Should insurance company 
accounting conform to “generally ac- 
cepted accounting principles?” For 
example, (1) insurance companies, 
particularly casualty insurance com- 
panies, follow the practice of deferring 
income until it is earned. Such com- 
panies, however, do not defer expenses 
which relate to and give rise to such 
income; (2) insurance companies fol- 
low the practice of including real estate 
in financial statements at market value, 
if such value is greater than cost. 

Under circumstances such as those 
described above, should an accountant 
certify, without qualification, that gen- 
erally accepted accounting principles 
have been followed? 


The usefulness of standard costs is 
much affected by a company’s ability 
to keep standards sufficiently current 
without incurring an excessive amount 
of expense for revising standards and 
adjusting cost records. Rapidly chang- 
ing prices and technology have made 
the problem of keeping standard cost 
up-to-date particularly difficult in re- 
cent years. 

Some purposes call for standards 
which are more current than other 
purposes. To illustrate: 

(1) As aids in controlling current costs, 
basic operation standards (i.e., 
standard operation times, standard 
material usages, etc.) should repre- 
sent current methods and prac- 
tices at all times. 

(2) For costing products in inventory, 
standard costs need to be brought 
up-to-date only periodically at the 
time when financial statements are 
prepared. 

(3) For product cost information to 
guide management in pricing and 
in related decisions, current in- 
curred costs or anticipated replace- 
ment costs are needed. 

(4) For budgeting and related financial 
planning decisions, expected costs 
for the forthcoming period are 
needed. 

(5) To gain economy in record keeping, 
standard costs should be revised 
as infrequently as possible. 

In order to obtain full value from 
standard costs, it is necessary to de- 
velop methods coordinating standards 
of different degrees of currency. Stand- 
ards for different cost factors (such as 
price, quantity, efficiency, volume for 
overhead absorption) need not all be 
equally current. Various techniques are 
available for coordinating standards 
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for different purposes. Among these 
are using change of standard variances, 
allocating variances back to standard 
cost, budgeting variances, approving 
allowances in excess of standard, revis- 
ing standards, etc. 

The study should consider practical 
methods for keeping standards up-to- 
date for the different purposes for which 
they are used, how coordination is ef- 
fected among the different uses for 
standards, adjustment of inventories 
and disposal of variance account bal- 
ances when standards are revised. 

Background information is available 
in existing literature, but company 
practice will constitute the principal 
source of information. (Walter B. Mc- 
Farland, National Association of Cost 
Accountants.) 


. Accounting Problems in Multi-Unit 
Companies 


Recent years have been character- 
ized by increasing decentralization of 
both management and operations in 
industry. This trend poses a number of 
accounting problems which are largely 
absent in centralized companies. The 
purpose of this research is to study 
those problems. 

A decentralized company organiza- 
tion is usually adopted in order to im- 
prove management and to obtain the 
benefit of more individual initiative. 
This calls for techniques to measure 
performance of management in terms 
of profit margins or costs in comparison 
with appropriate goals. In order to 
measure divisional, plant, or branch 
profit, it is necessary to account for 
intra-company movements of mate- 
rials, components, products, and serv- 
ices. Questions also arise regarding 
assessments of charges for centralized 
functions such as general administra- 
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tion and research. If local divisional 
management is responsible for return 
on the investment, it is necessary to de- 
termine separately the investment in 
each unit of the company. Where man- 
agerial performance is measured by 
cost, questions arise in determining 
costs for which local management is 
held responsible. It is also necessary 
to coordinate such cost classification 
on the basis of responsibility with cost 
classifications for other purposes. Prac- 
tical methods of accounting currently 
for inter-unit transactions and periodic 
consolidation are topics not adequately 
covered by existing literature. 

In general, very littleaccounting liter- 
ature exists on this topic and material 
will necessarily have to be drawn from 
company practice. (Walter B. Mc- 
Farland, National Association of Cost 
Accountants.) 


. Treatment of Research and Development 


Costs 


Problem: Accounting treatment of re- 
search and development costs (includ- 
ing intangible drilling costs) has: not 
been uniform. Some companies have 
capitalized such costs; others have 
charged them off in the year incurred. 
Comparison between companies would 
be aided, where these costs are material, 
if greater uniformity of practice could 
be achieved. The new tax code may 
help to bring about greater uniformity 
of practice, but there is probably a 
need for study of this problem. 


Approach: Data should be gathered as 
to practices among companies having 
material research and development 
costs (possibly both before and after 
1954 Code) and as to reasons for partic- 
ular practices followed. These data 
and reasons should be appraised by the 
writer and should be the basis for 


recommendations leading to greater 
uniformity of practice. 


Suggested ways of study: 


(1) Analysis of practice. 

(2) Analysis of reasoning behind prac- 
tice, relating it to circumstances of 
particular case. 

(3) Taxation aspects of question. 

(4) Recommendations. 

(Richard C. Lytle, Assistant Di- 
rector of Research, American In- 
stitute of Accountants.) 


. Costs Included in Inventory 


While accounting textbooks common- 
lyleave the impression that manufactur- 
ing costs are included in inventory and 
nonmanufacturing costs are excluded, 
the evidence available indicates that 
accounting practice varies widely with 
respect to inclusion or exclusion from 
inventories of many individual items 
of cost. For example, there are com- 
panies which omit from inventories 
costs of depreciation and property 
taxes related to manufacturing facili- 
ties, and certain other fixed costs. 
Some companies exclude and some in- 
clude manufacturing variances, cost of 
various service functions (e.g. pur- 
chasing, production control, account- 
ing), costs of storing component parts 
and finished goods, and various sup- 
plementary costs of labor. Some com- 
panies cost inventory at prime cost 
and some at direct cost with “direct 
cost” variously defined. At the other 
extreme are instances where costs of 
research and general administration 
are charged to inventory. Attention 
might also be given to costs excluded 
from inventory but charged to cost of 
goods sold rather than deducted from 
gross margin. The study should not 
involve assumptions as to the flow of 
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cost since this topic has already been 
extensively treated in the literature. 

In each case, it would be important 
to find out why the specific practice 
has been chosen. Better understanding 
of the reasons which underlie such 
variations in practice may shed light 
on broader questions of inventory cost- 
ing and periodic inventory measure- 
ment. 

Company practice would constitute 
the basic factual material for the study. 
(Walter B. McFarland, National Asso- 
ciation of Cost Accountants.) 


. Accounting for Transactions in Oil and 


Gas Properties Involving Oil Payments 


Problem: The accounting procedures 
to be followed in recording transactions 
in oil and gas properties are the subject 
of considerable controversy. Two main 
situations are involved: 


(1) An oil company desires to obtain 
cash for use in its operations or to 
realize income to offset a tax loss 
due to large amounts of intangible 
development costs incurred or other 
reasons. It agrees with the bank to 
sell an oil payment—to assign a 
specified percentage of the oil or 
gas produced from a specific prop- 
erty until the amount of the oil 
payment plus an amount equiva- 
lent to 5% on the unpaid monthly 
balance is received by the pur- 
chaser. The oil company has no 
liability to repay the sum if the oil 
or gas produced from the property 
is insufficient to satisfy the obliga- 
tion. 

(2) An oil company desires to acquire 
certain oil properties but is unable 
to finance the purchase or the 
owner refuses to sell for an imme- 
diate cash consideration. The ac- 

quisition is agreed to, however, 
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when the oil company offers to pay 
a small cash consideration plus a 
large payment out of the proceeds 
from the oil and gas as it is pro- 
duced from the property. Thus a 
property is acquired subject to a 
retained oil payment. 

In both of these situations, wide 
variations in the net income re- 
ported by the oil company result, 
depending upon the time the in- 
come is considered to be realized. 


A pproach: Study annual reports, infor- 
mation filed with Securities and Ex- 
change Commission, etc., and contact 
responsible persons in companies and 
public accounting firms which have 
encountered the problem. For example: 


A pproximate 
Company Date 
Husky Oil Company.............. 1953 
Union Sulphur and Oil Corporation. 1953 and 1954 
Delhi Oil Corporation............. 1953 
General American Oil Company.... 1951-1954 
Monterey Oil Company........... 1953 


Universal Consolidated Oil Company 1953 

Union Oil Company of California... 1953 

Other oil companies which have con- 
sidered the problem include Deep Rock 
Oil Company, General Crude Oil Com- 
pany, Middle States Petroleum Cor- 
poration, Socony- Vacuum Oil Company 
and Tennessee Production Company. 
Probably practically all oil companies 
have encountered the problem, even 
though it is not apparent from their 
published statements. 


. Application of Cost Accounting in Small 


Companies 

Cost accounting is much more ex- 
tensively used by large companies than 
by small companies. The objective of 
this study would be to determine how 
small companies can obtain the same 
benefits which accrue to the large com- 
pany from a good cost accounting sys- 
tem. 
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The study would aim to determine 
what needs management of the small 
company has for cost accounting infor- 
mation, the extent to which such infor- 
mation is available, and methods used 
to obtain this information considering 
what the small company can afford to 
spend for cost accounting. Emphasis 
should be upon managerial application 
such as provision of information to aid 
management in controlling costs, for 
guiding management in decisions in 
respect to alternatives, for pricing prod- 
ucts, etc. Usefulness to the small com- 
panies of techniques such as budgeting 
and standard costs should be consid- 
ered. 

A limited amount of background ma- 
terial is available in the literature, but 
the primary source of material for such 
a study will necessarily be company 
practice. The study might include de- 
velopment of a model installation of 
cost accounting methods suitable for a 
selected small company. (Walter B. 
McFarland, National Association of 
Cost Accountants.) 


. Quasi-Reorganization Procedure in Up- 


ward Restatements 


Problem: May a quasi-reorganization 
procedure be adopted for other than 
the elimination of a deficit in earned 
surplus? 


Approach: Analysis of arguments for 
and against, with recommendations. 


Suggested ways of study: 


(1) Analysis of question as related to: 

(a) Appraisals 

(b) Discovery value 

(c) Demonstrated earning power 
in excess of nominal return on 
investment 

(d) Divisive reorganizations con- 
sidered to be “‘sales”’ 
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(2) Possible abuses 

(3) Prevention of abuses 

(4) Recommendations, including cri- 
teria as to when appropriate, if 
writer advises upward restatement 

(5) If favorable, accounting treatment 
of earned surplus accrued prior to 
the quasi-reorganization 
(Richard C. Lytle, Assistant Di- 
rector of Research, American In- 
stitute of Accountants.) 


. Materials and Methods for Teaching 


Managerial Accounting 


Comparatively few college students 
who take courses in accounting plan to 
become accountants and a majority of 
those who enter professional account- 
ing ultimately shift to employment in 
industry. On the other hand, educa- 
tional materials and the teaching em- 
phasis are largely dominated by the 
professional accounting viewpoint. 
This raises the question as to whether 
or not current accounting education 
serves a majority of the students as 
well as it might. 

Questions deserving study include: 
(1) Is the same preparation equally ap- 

propriate for professional and non- 
professional students? 

(2) What uses do executives and super- 
visors make of accounting and 
what do they need to know in order 
to use it effectively? 

(3) Is the content and emphasis of 
existing accounting textbooks and 
courses satisfactory from the man- 
agerial point of view? How can 
they be improved? 

The topic could be approached 
through interviews with accountants 
in industrial positions to determine 
what requirements are for this work 
and how they acquired the requisite 
knowledge. Company training pro- 
grams for accounting personnel and 
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accounting training given to nonac- 
counting managerial personnel should 
be investigated to determine what ac- 
counting tools are considered impor- 
tant. Information so gained could be 
compared with the aims, methods, and 
content of existing college accounting 
courses. (Walter B. McFarland, Na- 
tional Association of Cost Account- 
ants.) 


. Other Topics for Research 


(Contributed by Ellis M. Sowell, Has- 
kins & Sells; Donald P. Perry, Ly- 
brand, Ross Bros. & Montgomery; and 

Richard C. Lytle, Assistant Director 

of Research, American Institute of Ac- 

countants.) 

1. Leased assets vs. owned assets. As 
small business concerns find it more 
difficult to provide necessary work- 
ing capital, this means of securing 
fixed assets tends to be more popu- 
lar. What are the economic impli- 
cations? The accounting? 

2. Sum of digits method of depreciation 
applied to composite idea of fixed 
assets. The sum of the digits 
method of depreciation has sud- 
denly taken on status as a result 
of new Income Tax Code. Can it 
be applied to an industrial concern 
which groups its assets. 

3. Term loans—the conditions un- 
der which used, accounting con- 
tent of term loan agreements, and 
accounting and auditing problems 
involved, particularly with re- 
strictive provisions. 

4. Graphic presentation of accounting 

data. 

. Direct costing or product. 

6. Historical study of effect of Lifo in 
a major industry which has gen- 
erally been on Lifo for a number of 
years. 
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10. 


11. 


12. 


13. 


. Accounting in basket purchases, 


purchases and sales with boot and 
tie-in sales. 


. Prospective evolution of account- 


ing techniques using data process- 
ing equipment. 


. Exceptions and qualifications in 


accountants’ certificates accepted 
for prospectuses by the S.E.C. 
Management of and accounting for 
endowment funds of institutions in 
relation to fiduciary principles. 
How should income taxes be ap- 
portioned among affiliated com- 
panies reporting on a consolidated 
basis? 

Should the current value of Lifo in- 
ventories be disclosed or reflected 
in the financial statements and 
should the carrying value be writ- 
ten down when cost exceeds mar- 
ket? 

What is the proper treatment for 
the excess of the underlying book 
value of a subsidiary’s assets over 
the acquisition cost of its stock by 
the parent? (negative goodwill) 
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14. 


15. 


16. 


17. 


18. 


19. 


When, if ever, are self insurance 
reserves properly set up by charges 
to income? 

Is it appropriate to certify that 
financial statements are in accord- 
ance with generally accepted ac- 
counting principles when they fol- 
low principles customary in a par- 
ticular area but not throughout 
business generally? (Non-profit or- 
ganizations such as_ hospitals, 
schools, municipalities; public util- 
ity companies under regulatory 
requirements, insurance compa- 
nies, banks, etc.) 

Should financial reporting be con- 
formed to the accounting required 
to be followed in the preparation of 
the tax return? 

Is it necessary to account for de- 
preciation in presenting financial 
statements of non-profit organiza- 
tions? 

How do accounting and auditing 
standards abroad compare to ours? 
What are the auditing aspects of 
electronic equipment? 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Eprror’s Note: Many of the experienced teachers, as well as some of the new ones, have developed devices and 
techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such suggestions 
might well be made available to the other members of the teaching profession through The Teachers’ Clinic. Accord- 
ingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., School of 
Commerce, University of Virginia, Charlottesville, Virginia. 


THE USE OF THE GATB AND THE AIA TESTS IN PREDICTING 
SUCCESS IN COURSES IN ACCOUNTING 


GrorGE C. BEAMER AND Tom ROSE 
North Texas State College 


Attracting persons who are capable of 
achieving success in the field of accounting 
is of concern to the members of the ac- 
counting profession, schools of business, 
and vocational counselors. Very often 
students and vocational counselors have 
little understanding of the work which an 
accountant does, often confusing the work 
with that of bookkeeping or routine office 
work, 

At North Texas State College an at- 
tempt is being made to discover students 
capable of achieving success in the field of 
accounting. These students may fall into 
one of three categories, based upon scores 
made on certain selected tests (these tests 
will be discussed later), namely: (1) those 
who are capable and are at present major- 
ing in the subject; (2) those who are not 
capable and are planning to major in the 
field; and (3) those who are capable of 
majoring in the profession but are not 
aware of their aptitudes. 

Two tests developed in recent years, one 
developed by the USES offices called the 
General Aptitude Test Battery and an- 
other developed by the American Institute 
of Accountants, offer to counselors the 
possibility of selecting students who will 
be successful in the field of accounting. An 
occupational pattern of experienced ac- 
countants has been determined by the 
USES for the GATB. 
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The GATB consists of 15 tests found 
by factor analysis to measure 10 aptitudes. 
Four of the tests were not used in this 
study because it was thought by the writ- 
ers that they were not applicable to the 
aptitudes necessary for success in account- 
ing. The tests that were used were: G: 
intelligence; V: verbal ability; N: numeri- 
cal ability; S: spatial ability; P: form per- 
ception; and Q: clerical ability. 

The American Institute of Accountants 
has developed three tests aimed at im- 
provement of the selection of personnel 
for training in public accounting. These 
three tests are: 1. an orientation test, 2. 
tests for achievement at two levels—Level 
I given at the end of the first year of study 
of accounting in college and Level II given 
at the end of the senior year or at a point 
of employment. 

The study is concerned specifically with 
87 students (males—76, fenales—11), 
who have completed one year of account- 
ing courses and who have taken the AIA 
test. 

The purpose of this study was to de- 

termine: 

1. if the GATB’s accounting pattern deter- 
mined by the USES office could be used 
with college students; 

2. the relationship between scores made on the 
GATB and scores made on the AIA achieve- 


ment test; 1 
3. the relationship between scores made on the 
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GATB and grades made in courses in ac- 
counting; 

4. the relationship between grades made in 
accounting and scores made on the AIA 
achievement tests. 


The GATB has been administered to 87 
students majoring in accounting. These 
students had also taken the AIA test, 
Level I, Form A. 

In the study under consideration critical 
ratios were determined in order to find the 
aptitudes that discriminate between the 
general student population and the sub- 
jects in this study. It was considered evi- 
dent that if such a pattern could be found 
it would be helpful in the selection of stu- 
dents potentially qualified for success in 
courses preparatory to a vocation in the 
field of accounting, and hence, presumably 
successful in the actual vocation of ac- 
counting. However, this latter assumption 
—success in the field of accounting follow- 
ing successful pursuance of courses prepar- 
atory to the field—will be established as 
fact only after follow-up studies now 
planned are completed. 

The authors of GATB have established 
an aptitude pattern for professional ac- 
countants. The G and N aptitudes have 
proved to be significant in distinguishing 
accountants from persons engaged in 
other occupations. The lower limit of the 
scores used by the USES offices to estab- 
lish the pattern for accountants was deter- 
mined by using —1 ¢ (20 points) from the 
mean. These scores were 130 for both G 
and N aptitudes. This does not mean that 
persons whose scores are below 130 were 
not successful accountants. It means that 
approximately 84 per cent of the success- 
ful accountants made scores exceeding 130. 
Students in this study did not make scores 
comparable to the persons engaged in the 
profession of accounting. However, a study 
of Table I reveals that only the aptitudes 
G, V, and N discriminate between the gen- 
eral student body population that took 
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TaBLeE I 


MEANs, SIGMAS, AND CriTicaAL Ratios OF GENERAL 
StuDENT Bopy PopuLaTION AND 
ACCOUNTING STUDENTS 


General Student Accounting 

Body Population Siudent 
Apti- N 1950 N87 CR 
t M 


119.3 15.0 34.3... 
109.2 14.9 m7 178 
116.7 16.0 139.3 12.0 16.40 
120.1 18.1 120.1 17.9 21 
119.1 18.2 115.1 19.4 1.57 
108.5 17.9 110.1 15.7 1.04 


the battery and the subjects in this study. 
The critical ratios between the general 
student body and students in this study 
for these aptitudes are 3.00 or greater and 
were therefore considered as being signifi- 
cant. 

In Table I it is noted that the factors 
that distinguish the accounting students 
from the general student body population 
are G, V, and N. The cutting scores for 
the G aptitude, using — 1 ¢, would be 118.8, 
The cutting score for the N aptitude, using 
— 10, would be 127.3. These cutting scores 
are lower than the cutting scores for per- 
sons employed as accountants but tend 
to follow the occupational pattern of ac- 
countants given in the GATB manual. 

The relationship between the GATB 
and the AIA was established next. Scores 
made on the GATB were correlated with 
scores made on the AIA. These results are 
found in Table IT. 

Results indicated that the factors G, V 
and N correlate with the AIA test at the 
1 per cent level of significance. 

Scores made on the GATB were corre- 
lated with grades made during first year 
of accounting to determine the ability of 


TABLE II 


CORRELATIONS BETWEEN ScORES MADE ON THE 
GATB anp Scores MADE ON THE AIA TEST 


GATB factors 
G V N Q 


* 1 per cent level of significance. 
1 5 per cent level of significance. 


Cor 
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TABLE III 


CoRRELATIONS BEWTEEN SCORES MADE ON THE GATB 
AND First YEAR ACCOUNTING GRADES 


N—87 
G 12 
V 14 
N 


the aptitude test battery to predict 
achievement. 

These correlations are low and do not 
reach the 1 per cent level of significance. 

Scores made on the AIA achievement 
test and grades made in the first year ac- 
counting courses were correlated to deter- 
mine the relationship between the two 
measurements of achievement. This rela- 
tionship was found to be .31 which is sig- 
nificant at the 1 per cent level of signifi- 
cance. 


LIMITATIONS AND CONCLUSIONS OF 
THIS STUDY 


Conclusions drawn from this study must 
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be regarded as limited because of the smail 
number of cases and because only students 
in one school were studied. 

Tentative conclusions are: 


1. An aptitude pattern for students majoring 
in accounting can be established using the 
GATB. 

2. Correlations between the AIA test, Level I, 
and factors G, V, and N of the GATB are 
significant at the 1 per cent level of sig- 
nificance. 

3. However, the correlations between achieve- 
ment in courses of accounting as measured 
by grades and the G, V and N factors of the 
GATB are low. This fact indicates that 
while the GATB is useful in selecting stu- 
dents to major in accounting it is not pre- 
dictive of achievement in courses in ac- 
counting. 

4. The correlation between achievement as 
measured by grades and achievement as 
measured by the AIA test is significant 
at the 1 per cent level of significance. How- 
ever, this correlation is not high, being only 
at. 


COORDINATING SECTIONS OF COURSES IN 
ELEMENTARY ACCOUNTING 


ROBERT H. VAN VooRHIS 
University of Alabama 


With college enrollments on the increase, 
many schools are having to offer more sec- 
tions of elementary accounting courses. 
As the number of sections of any course 
increases, problems of planning and coordi- 
nation are likely to arise or to become more 
acute. Different solutions to these prob- 
lems have been attempted, with varying 
success. At the University of Alabama, a 
somewhat unusual method of coordination 
has been developed for the second se- 
mester of the elementary accounting 
course. Its successful operation over the 
past three years suggests that others might 
find it beneficial in their schools. 

One difficulty, where several instructors 
are teaching sections of the same course 


simultaneously, lies in keeping the pace of 
the work somewhat uniform. Some schools 
attack this problem by having a weekly 
lecture for the entire group, followed by 
discussion and perhaps laboratory periods 
in smaller sections. Many teachers feel, 
however, that the lecture to the large 
group is almost a complete waste of time, 
and refuse to adopt this expedient. 

Other problems relate to the prepara- 
tion, conducting, and grading of tests and 
examinations in the several sections. For 
example, different instructors are likely to 
prepare tests of varying difficulty. In many 
schools, this problem is solved by having 
tests and examinations for all of the sec- 
tions of the course at the same time. Tests 
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during the term may be given in the eve- 
ning, final examinations at a single specified 
time. 

Another effort to solve this problem of 
uniformity has been the preparation of 
printed objective tests by textbook pub- 
lishers. These tests can be quite helpful, 
and we make use of them in our classes, 
often to the extent of one hour for the ob- 
jective test and a second hour of problem 
questions covering the same area. Inci- 
dentally, as might be expected, we find a 
high degree of correlation in grades for an 
individual student on the two types of 
questions. Apparently, about the same 
grades would result if we gave only ob- 
jective tests. But we have been reluctant 
to abandon problem type questions in our 
program because we feel that they require 
a somewhat different kind of student prep- 
aration and performance which we also 
want to encourage. 

Even if uniformity of test questions is 
achieved, there may remain a problem of 
comparability in the grading. There are 
of course fewer difficulties here also if 
standardized objective tests are used. 
With problem questions, instructors may 
participate in grading sessions after each 
test, especially if all are given at one 
time. In this case, each grader may check 
the same question for all students. 

This stress on uniformity stems from a 
desire to insure justice to the students. 
In many cases they do not know in ad- 
vance who is to teach a given section, so 
that they cannot select the instructor of 
their choice. If the several instructors pre- 
pare or grade individual tests for each sec- 
tion, it is bound to happen that some stu- 
dent of instructor X, who works harder 
and learns more, will receive a lower 
grade than some student of instructor Y, 
who has different standards of perform- 
ance than his colleague. And the students 
seem bound to find this out. Even if it is 
not true, students would logically as- 
sume that it was, which would have the 


same undesirable effect on their morale. 

Finally, the duplicating of numerous 
different tests for the several sections will 
be troublesome, and more expensive in 
labor and materials. 

Some of us feel that all of these prob- 
lems have been overcome successfully in 
our handling of Accounting 2 at the Uni- 
versity of Alabama. In the past three 
years, the number of sections has ranged 
between four and twelve in the regular 
terms, involving from two to eight in- 
structors. Sections may vary from twenty- 
five to forty students in different terms, 
but in any one term each section has ap- 
proximately the same number. Classes 
meet three times a week, for two consecu- 
tive fifty-minute periods each. Half of the 
sections meet on MWF, the rest on TThS. 
Three announced tests covering the double 
period are given during the term, with a 
three-hour final examination at the end. 
The class schedule of topics to be covered, 
homework problems to be handed in, and 
test dates is prepared in advance by the 
course chairman. 

As each new term starts, all of the in- 
structors in Accounting 2 hold a meeting 
at which one of the principal items of 
business is the problem of coordinating the 
sections. There is usually a rather general 
agreement that the maximum possible 
coordination is desirable. During the past 
three years, with the exception of one 
term, the method of coordination de- 
scribed below has been adopted by vote of 
the instructors, and then followed closely. 

At this first meeting, the instructors 
divide into three teams. The instructor is 
on as many teams as he has sections of the 
course. A chairman is selected for each 
team, responsible for seeing that it carries 
out its assignment successfully. 

About ten days before a scheduled test, 
the entire group of instructors meets to 
discuss, among other things, the nature of 
the problems to be included and the topics 
to be stressed on the test. The team re- 
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sponsible for that test then goes to work, 
preparing as many editions of questions as 
are needed. Each member of the team is as- 
signed a topic or topics, worth a predeter- 
mined number of points. He prepares 
different questions of comparable difficulty 
for the several editions. The team chair- 
man, with a minimum of editing, assembles 
the questions into tests and supervises 
their duplication and then their distribu- 
tion to the individual instructors. Tests 
are given to the students during their regu- 
larly scheduled class meetings. 

We normally have Accounting 2 taught 
at four different times, two on each of the 
days MWF and TThS. At times we have 
prepared four editions of tests. Experience 
has indicated, however, that there is little, 
if any, advantage to classes meeting later 
in the day, if all classes on a particular day 
take the same quiz (provided, of course, 
that the questions are carefully collected). 
As a rule, then, we prepare only two dif- 
ferent editions for any test. This proce- 
dure results in substantial uniformity in 
the tests. 

The student answers, bundled together 
by sections, are turned into the chairman 
of the team for that quiz. Members of that 
team, keeping bundles of answers together 
by sections, grade their question on all of 
the tests. In this way we feel that we get 
the maximum possible uniformity in the 
grading process. 

Instructors tabulate the grades for their 
classes and turn them over to the course 
chairman. He prepares a worksheet show- 
ing the array of grades by sections, in 
summary for MWF and TThS classes, 
and for all together. Average and median 
grades are determined by class, day, and 
for the total group. Percentages of each 
letter grade to the total grades are calcu- 
lated. These statistics are compiled sepa- 
rately for the objective questions and 
problem questions where both types are 
used on the same test. 

As soon as these statistics are ready, a 
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meeting of the instructors is held to review 
the test results and to consider ways of 
improving their instruction of students 
and their construction of tests. Since 
several of the instructors are likely to be 
graduate assistants, these meetings serve 
many useful purposes and help materially 
in improving the level of instruction, as 
well as to attain better coordination. There 
is a natural rivalry between instructors, 
each hoping his students will make the 
better showing, which in turn stimulates 
their efforts to better teaching. 

Since the tests are given in all sections 
on the specified dates, the various in- 
structors have to budget their class time 
carefully in order to keep abreast of the 
schedule, and the sections therefore pro- 
gress at the same general speed. 

The system is by no means perfect. 
There is less scope for the individual in- 
structor to teach the course as he sees fit, 
which irks some of them, particularly the 
older ones. But most of us seem to agree 
that in an elementary course, where stu- 
dents move on to diverse sections of the 
next course, there should be as little varia- 
tion as possible in the material covered in 
the different sections. There is no attempt 
to standardize class illustrations or the pres- 
entation of topics, other than that auto- 
matically provided by the use of the same 
text. 

It often takes longer to get all of the tests 
graded than it might if the instructors 
graded their own. Time may be wasted in 
passing the bundles of answers from one 
to another. Conscious efforts are made 
to minimize delay, and with some suc- 
cess. 

Individual instructors occasionally ques- 
tion some of the grading done by their col- 
leagues. Each is at liberty to correct what- 
ever inequities he feels may have resulted. 
Any wholesale regrading is naturally dis- 
couraged, because this would defeat the 
objective of uniformity in the grading. 
Some instructors feel that they are not 
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accepting a proper responsibility for the 
grading of their students under this sys- 
tem. But others feel that the system brings 
them closer to their students. The test 
becomes less of a personal duel between 
an instructor and his own students, and 
students get the idea more readily that the 
teacher is trying to help them learn rather 
than trying to trap them. This may be a 
real psychological advantage. 

General convocations or other unfore- 
seen interruptions to the class schedule 
have occasionally necessitated a change in 
the date specified for a test. Otherwise, 
both students and teachers know they 
must be prepared at the indicated times. 

After the grade statistics are in for the 
third test, instructors average the test 
grades for each of their students and these 
three-test averages are tabulated by 
classes, by days, and in total. The instruc- 
tors are given a summary of these data for 
their guidance in determining student final 
grades. 

Our final examinations extend over a 
two-week period. Grades must be reported 
within forty-eight hours after the exam- 
ination is given. We cannot give the final 
examination to all of the students at one 
time, nor have we found group grading 
feasible. The entire group of instructors 
serves as a committee to prepare as many 
different editions of the final examination 
(from two to four) as are needed, with in- 


structors working up comparable questions 
on the same assigned topic for each of the 
examinations. These are assembled by the 
course chairman, who supervises their 
duplication and distribution to the in- 
structors. 

For the final examination, we achieve 
substantial uniformity in the questions, as 
was done for the tests. But since each in- 
structor grades the entire examination for 
his own students, we do not obtain uni- 
formity of grading here. 

Final grades are prepared independently 
for his own students by each instructor, 
whose freedom of judgment and of final 
determination are not limited in any way. 
In determining his final grades, the in- 
structor may give whatever weight he pre- 
fers to class recitation, “pop” quizzes, 
homework problems, and other factors. 
No one reviews an instructor’s grades in 
any way before he turns them in to the 
records office, or has any authority to 
change them afterwards. 

We explain the system to our students, 
who appear generally to be impressed 
with its fairness to them. Some individual 
instructors do not like it, but most appear 
to find it quite appropriate in meeting our 
problems. Those who have tried it once 
generally prefer to use it again, rather 
than to try some other method of coor- 
dinating the sections in the elementary 
accounting course. 


TEACHING RESPONSIBILITIES AND MACHINE-GRADED TESTS 


CHARLES LAWRENCE 
Michigan State College 


It seems advisable to qualify an idea 
conveyed in an earlier article that the work 
of an instructor giving a machine-graded 
test in an accounting course is limited 
“solely to the writing of the examination.’” 


THE AccountING REvIEw, January, 1955, p. 133. 


The conscientious instructor must follow 
through with the test given under the 
machine-graded system in fully as much 
detail as he does for the more conventional 
tests. The following teaching responsibili- 
ties cannot be shifted, even by using 4 
machine-graded examination: 
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a. Responsibility for correcting errors in test 
scores caused by mistakes in the grading 
key. 

. Responsibility for returning reliably scored 
examination papers, and 

. Responsibility for giving the student the 
correct answers to his examination. 


ao 


Q 


Under machine-graded examination con- 
ditions, the fulfillment of these responsi- 
bilities may become more arduous than 
might first seem to be the case. 

For example, although the instructor 
may prepare an excellent examination and 
a perfect solution, these preparations do 
not guarantee accuracy in the machine 
scoring. The reason lies in the process by 
which the papers are graded. Generally 
speaking, the tabulating center punches a 
master grading card from the solution sub- 
mitted by the instructor. If any error is 
made in punching the grading card, the 
entire set of papers will be graded incor- 
rectly. Perhaps the best way for the in- 
structor to detect an error in the master 
card is to include his own solution among 
the papers to be graded. Any error on this 
solution will indicate an _ incorrectly 
punched item on the master card. The in- 
structor must determine the incorrectly 
punched item and re-grade each paper by 
hand allowing credit for the item incor- 
rectly scored by machine. 

Another source of error lies in recording 
the machine-produced scores. The process 
by which a grade is given the student is as 
follows. The master grading card is placed 
in the scoring machine. The student’s 
paper is compared with the master and a 
dial records the correct (or incorrect) 
marks on each examination. This score is 
manually copied on each examination. 
There is no guarantee that this score has 
been correctly transcribed from the read- 
ing on the dial to the student’s paper. 
Such an error in transcription is discovered 
only when the student checks his paper 
and finds that the number of wrong an- 
Swers is not enough to justify the mark 
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given. Checking the solution against the 
instructor’s solution discloses no other 
errors, so the instructor must assume that 
the grade has been incorrectly transcribed 
to the student’s paper and must adjust it 
accordingly. The only way to prevent this 
situation from arising in the classroom is 
for the instructor to compare manually 
each student’s solution with the master 
card before coming to class! Only in this 
way can the instructor be sure that the 
grade is correct when he returns the test to 
the student. 

Another responsibility not eliminated 
by a machine-graded test is that of show- 
ing the student his errors, so that he may 
derive maximum benefit from the testing 
situation. In the conventional testing 
situation, not only the errors but also brief 
solutions may be indicated on the returned 
paper. The student can survey his paper 
and determine for himself which answers 
are correct and incorrect. The student re- 
ceiving a machine-graded solution to his 
examination is unable to locate the incor- 
rect items, as there are no marks thereon 
except the final score. It is therefore nec- 
essary for the instructor to read each 
correct answer to the students in order that 
they can (1) isolate the incorrect items, 
and (2) determine the correct answers. 
This process is fully as time consuming for 
machine-graded as for conventional exam- 
inations. 

It should be noted that machine-graded 
accounting examinations present the same 
responsibilities to the instructor as do con- 
ventional tests. Even though some saving 
of time is obtained, follow-up procedures 
leading to equitable grading results are 
quite as onerous as in conventional tests, 
and the elements of loss of personal con- 
trol of grading and (barring extensive per- 
sonal rechecking) uncertainty in submit- 
ted grades are significant elements to be 
considered in making the decision to use 
the machine-graded accounting examina- 
tion. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the C.P.A. Ex. 

amination in accounting practice on May 18, 1955. The candidates were required 
to solve problems 1 and 2 and either problem 3 or problem 4. The total weight assigned 
to this section of the examination was 50 points and the examiners point out that the 
suggested time allowances for each problem are closely proportional to the point values 
of the various problems. 


Te following problems were prepared by the Board of Examiners of the American 


Number 1 [Estimated time—70 to 100 minutes] 


From the following data, prepare a tax return for Fred Baker for the calendar year 
1954 on the Form 1040 (including Schedule D) supplied to you. Complete the retum 
in so far as the information makes possible. Omit cents in the tax return and in all com- 
putations and schedules. 

(Extra forms are not available, so it is suggested that the forms and required schedules 
be prepared in pencil to facilitate corrections. A worksheet is not required, but certain 
explanatory schedules should be prepared to support the claimed deductions or items 
of income. Submit all schedules and computations in good form.) 


PROBLEM DATA 


Baker, an executive, cash basis taxpayer, age 58, social security number 361-45-2289, 
resides at 1234 Hemlock Avenue, Chicago 2, Illinois. Fred’s wife, Pearl, died October 15, 
1953 and Fred has not remarried. Fred furnishes you the following additional informa- 
tion: 


1. DEPENDENTS 


Amount Income of 
of Supported 
Name Relationship Age Support Individual Address 
Daniel Son 14 All $1,000 1234 Hemlock 
Myrna Daughter 13 All 750 1234 Hemlock 
Agnes Mother 77 All 500 Peoria, Illinois 
Ann Ochs Aunt 55 4 200 Rockford, Illinois 


Nore: Fred’s two brothers contribute $1,000 each to the aunt’s support, but have agreed by written 
declaration to let Fred take the dependency exemption. 


2. SALARY, INTEREST, DivipENDs, Etc. 


Interest: 
City of Tulsa 24% Water Improvement Bonds. 50 
Cash dividend received October 15, 1954 from ABC Company..................0.00csceeeee 4,000 
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. OrnEeR TRANSACTIONS 


(a) On April 1, 1954, Fred sold his residence in Evanston, Illinois, for $30,000. He purchased the residence 
in 1938 and it had an adjusted basis of $18,000 on the date of sale. The real estate taxes for the property 
tax calendar year 1954 are to be paid by the purchaser. Assume that 1954 taxes will be the same as 1953 
taxes. 

On April 10, 1954, Fred paid $800 for work done during March to “fix up” the residence for sale. Upon 
completion of the sale, Fred paid a broker’s commission of $1,500. 
On June 30, 1954, Fred purchased a house, his present residence, at 1234 Hemlock for $25,000. 

(b) During 1954 the Internal Revenue Service ruled that stock in the MNO Company became worthless in 
such year. Fred owns 1,000 shares of such stock which he purchased on January 2, 1945, for $5,000. 

(c) On December 15, 1953, Fred made a personal loan of $1,000 to Edward Don. The loan was to be repaid on 
December 15, 1954, with 6% interest. During the early months of 1954, Edward Don pa sa 
losses in business and died penniless on July 15, 1954. 

(d) As a holder of 1,000 shares of DEF Company common stock, Fred received 100 shares of common stock 
of the PQR Company distributed out of current earnings. Fair market value of the PQR stock at the date 
of receipt (July 1, 1954) was $40 per share; at December 31, 1954 it was $45 per share. 

(e) Burglars broke into Fred’s home during the year and stole jewelry that had a fair market value of $1,000. 
Fred paid $900 in 1950 for the items stolen. 


. SPECIAL DISBURSEMENTS 
Contributions: 
Transportation expenses—automobile (50% business use): 
Gas, oil, depreciation, etc. (excluding gasoline taxes)... 920 
Real estate taxes on residence in Evanston, Ill. for property tax calendar year 1953, paid $365 in 
Doctor, dentist and hospital bills (other than for drugs) paid on behalf of: 
. PAYMENTS ON 1954 DECLARATION OF ESTIMATED Tax 
Fred paid the following amounts on his estimated 1954 tax: 


. WITHHOLDING 
Fred’s W-2 forms disclosed withholding and social security taxes as follows: 
Withheld FICA 
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RATES 


The following is from the Individuals’ Income Tax Table appearing in a tax service 


publication: 
NORMAL TAX AND SURTAX 


Separate Return and Joint 


Return of Husband and Wife Head of Household 

Tax Rate Tax Rate 

Surtax Net Income on excess om excess 

Over First Over First 
Over Not Over Pay + Col. Pay + Col 
$ 2,000 20% 20% 
$ 2,000 4,000 $ 400 22% $ 400 21% 
4,000 6,000 840 26% 820 24% 
6,000 8,000 1,360 30% 1,300 26% 
8,000 10,000 1,960 34% 1,820 30% 
10,000 12,000 2,640 38% 2,420 32% 
12,000 14,000 3,400 43% 3; 36% 
14,000 16,000 4,260 47% 3,780 39% 
16,000 18,000 5,200 50% 4,560 42% 
18,000 20,000 6,200 53% 5,400 43% 
20,000 22,000 7,260 56% 6,260 47% 
22,000 24,000 8,380 59% 7,200 49% 
24,000 26,000 9,560 59% 8,180 52% 
26,000 28 ,000 10,740 62% 9,220 52% 
28 ,000 32,000 11,980 62% 10,260 54% 
32,000 38 ,000 14,460 65% 12,420 58% 
38 ,000 44,000 18,360 69% 15,900 62% 
44,000 50,000 22,500 72% 19,620 66% 
50,000 26,820 75% 23 ,580 
60,000 70.000 34,320 78% 30,380 71% 


Number 2 |Estimated time 75-100 minutes] 


The following are some of the accounts appearing in a trial balance of the Capitol 
Corporation at December 31, 1954: 


Debit Credit 

Treasury stock, no par common acauired at $5... . $ 15,000 

Capital stock, no par common, authorized 50,000 shares......... — 
100,000 

Reserve for 1954 federal income taxes (set up in 46,400 
Reserve for loss on accounts ($6,000 added in 7,200 
Reserve for bond sinking fund ($2,000 added in 1954). 8,000 
Reserve for reduction of 1954 inventory to market (set up in 1954).................... 9,100 
Reserve for possible 1955 inventory declines (set up in 1954)....................-0005- 10,000 
Reserve for preferred dividends declared (set up in eee 2,750 
24,000 
Reserve for depreciation of fixed assets—cost ($4,600 from 1954)...................... 33,000 
Reserve for depreciation of fixed assets—revaluation ($900 from 1954)................. 6,300 
Reserve for general contingencies (set up in 1951). 10,000 
Reserve for common stock dividends to be declared (set up in 1954)................... 7,300 
Common stock dividend of 7,300 shares declared on common of record 1/1/55 (set up in sas 


Suspense—amount books were out of balance. ‘ 3,160 
Suspense—Cash over and short... ... 
Loss on sale of fixed assets (1954). 
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Debit Credit 

Loss on inventory decline in 1954. 9,100 
The remaining accounts comprised the following: 

Cash, receivables, inventories, prepaid expenses and fixed assets..................... 803,600 

Accounts, notes and expenses payable, and bonds payable.......................... 303,255 


$965,930 $965,930 


a. From these accounts, you are to prepare: 

(1) The capital section of the December 31, 1954 balance sheet in acceptable form for a report. 

(2) A schedule (or schedules) showing the changes which you make in profit to arrive at the corrected net 
income for the year, and an analysis of changes in surplus accounts. (You may ignore the need for revision 
of the amount of the Reserve for 1954 federal income taxes arising from your correction of 1954 profit.) 

b. For each balance-sheet account which you do not include in a(1) above, give a brief, one-sentence explanation 
of its proper disposition. (You need not give consideration to recommended changes in descriptive titles.) 


Number 3 [55 to 70 minutes] 


From the information given, you are required to furnish the following: 

a. Consolidated statement of retained earnings for P Company and subsidiary for the year ended December 31, 

b. Eliminating and consolidating entries. 

c. Any footnote or disclosure which you consider to be needed for statement presentation. 

Submit all supporting computations in good form. 

Consolidated retained earnings at December 31, 1953 were $12,347,300. Of this 
amount, $11,613,170 represented retained earnings of the parent and $734,130 repre- 
sented retained earnings of the subsidiary. Book income of the parent company for the 
year ended December 31, 1954 was $487,537 and income for the subsidiary was $134,540. 

Under government certificates of necessity, portions of the costs of the parent’s ex- 
pansion program, which was completed and put into operation on January 1, 1954, are 
being amortized for both book and income tax purposes over a period of sixty months. 
Depreciation computed at normal rates based on the estimated useful life of the prop- 
erties was $1,143,350 less than the amount of amortization and depreciation taken into 
the accounts. The prevailing income tax rate is assumed to be 52%. 

The parent company’s investment in its 100% owned subsidiary (a Delaware corpora- 
tion) is recorded at cost of $100,000. During the year the subsidiary paid the parent 
$150,000 in cash dividends, together with a stock dividend of one new share of common 
stock for each share outstanding. The amount transferred from retained earnings to the 
capital stock account on the books of the subsidiary was $100,000, based on 1,000 shares 
with a par value of $100 a share. There were no other intercompany accounts or transac- 
tions. 

During the year the parent company issued a stock dividend of one share for each ten 
shares outstanding, or a total of 100,000 shares with a par value of $10 a share. The fair 
value of the additional shares issued was $15 a share. The issuance of the additional 
shares did not materially reduce the share market value. 

The company, in order to state consolidated retained earnings on a realistic basis and 
to provide for all income taxes, both known and contingent, wants you to set up a 
separate reserve out of consolidated retained earnings equal to the amount of taxes 
that would be due at the prevailing income tax rates if the retained earnings as shown 
on the books of the subsidiary was distributed to the parent in the form of cash divi- 
dends. For income tax purposes separate returns are filed and the dividends received 
credit is assumed to be 85%. 


543 
| 


544 The Accounting Reriew 


The bond indenture, relating to the long-term debt of the parent company imposes a 
restriction on the payment of cash dividends and provides that no cash dividends can be 
paid out of the parent’s earned surplus accumulated at December 31, 1954. 


Number 4 [55 to 70 minutes] 


The table of values of 1 given on page 8 is to be used in solving the three cases given 
below. Computations should be correct to the nearest dollar and should be presented in 
good form with full explanations of the computations. 


a. Your client has agreed to sell a property for $60,000. He is to receive $20,000 cash at date of sale and 20 
notes of equal amount which will not bear interest. The notes are due serially, one each six months starting 
six months from date of sale. It is agreed that the notes will include in their face an amount which will equal 
5% interest to be compounded semiannually. 


Compute to the nearest dollar the amount of each note. Show your computations in 
good form, with each part explained or labeled. 


b. Jones, an employee of the Union Company, asks your advice on the following matter: 

He is eligible to participate in a company insurance and retirement plan. His payment into the company 
plan would amount to $500 each six months for the next 10 years, and starting with the eleventh year he would 
receive an annual payment of $1,080 for life. He does not need insurance protection and states that he can 
save and invest each six months the amounts to be paid into the company plan so that he will earn 6% com- 
pounded semi-annually. Also he can continue to earn the same rate on his capital after retirement. He would 
like to have an equal amount per year of funds for 15 years after retirement. 


Assuming that he can carry out his personal saving and investing plan, how much 
can he expect to have available each six months for the 15 years following his retire- 


ment? Compute to the nearest dollar and show your computations in good form. 


c. (1) The X Company has outstanding $2,000,000 of 20-year, 5% bonds which were issued ten years ago 
Unamortized discount and expense of $100,000 remains on the books. The bonds are callable at 105. 
The company has the opportunity to refinance by issuing at par, $2,150,000 of 4%, ten-year bonds. Ex- 
penses which would be incurred in connection with the issue are estimated to be $50,000. Interest on both 
issues is payable semi-annually. 
Determine whether the refinancing would be desirable. Show your computations in 
good form and explain the basis used in reaching your conclusion. Ignore any tax differ- 
ence which might arise out of the refinancing. 


(2) If X Company carries out the refunding of the long-term debt, a decision must be made concerning the 
accounting treatment to be accorded the unamortized portion of discount and expense pertaining to the 
old bonds. Three different treatments of this item have received support from various accountants. 

Describe these treatments and give a brief statement of the central argument offered 
in support of each of them. 


At Interest Annuity 
Periods Rate Amount Present Value Amount Present Value 
10 2% 1.2190 .82035 10.9497 8.9826 
20 2% 1.4859 .67297 24.2974 16.3514 
30 2% 1.8114 .55207 40.5681 22.3965 
10 24% 1.2801 .78120 11.2034 8.7521 
20 24% 1.6386 .61027 25.5447 15.5892 
30 24% 2.0976 .47674 43.9027 20.9303 
10 3% 1.3439 . 74409 11.4639 8.5302 
20 3% 1.8061 .55368 26.8704 14.8775 
30 3% 2.4273 .41199 47.5754 19.6004 
10 4% 1.4802 .67556 12.0061 8.1109 
20 4% 2.1911 -45639 29.7781 13.5903 
30 4% 3.2434 . 30832 56.0849 17.2920 
10 5% 1.6289 .61391 12.5779 7.7217 
20 5% 2.6533 -37689 33 .0660 12.4622 


30 5% 4.3219 23138 66.4388 15.3725 
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The solution to the following problem was prepared by George M. Horn: 


PROBLEM 1 
FORM 1040 otha FOR CALENDAR YEAR 1004 1954 
year beginni and 198 
EES Revenue Service PLEASE TYPE OR PRINT PLAINLY Do not writs m these spaces 
LU this te o joint return of husband and wife, use first names of both Serial 
VIDUAL |-|___Fred Baker 
U. IND “Street and number or rural route (Cashier's Stamp) 
INCOME TAX 
Add City. town, or post office; Postal sone number; State 
RETURN Your Social Security No. and Occupation Wile’s (Husband's) S. S. No. and Occupation 
361-45-2289| E 
1. List If wife (or husband) had-no Check below if at the ead of On lines A and B below— 
inoome or if this is a joint return, list also her (or his) | Your taxable year you or Wt neither 65 nor blind wrte the figure 1 
name: were either 65 or blind write the figure 2 
Fred Bake a 
A. e r. 65 or over] Blind | Number of exemptions for you 
Your 65 or over) Blind 1) Number of her (or his) exemptions . — 
(Your wife’s name—do list tf te filing a separate return 
éexemp- or if dho had income not included in this return) 
Enter number 
tions Daniel, Myrna. of children 
ve 
ai if yours. listed 2. 
3 D. Enter number of exemptions claimed for other individuals listed in Schedule I on page 2...............sesee00- s% 
E. Enter total number of exemptions claimed in A to D above .... 5 
c. Ete. D. 
Inc. Chicago, Illinois 12,500. 1,600. 
Your |. ws {500 72|__{1) 
2 Less frag rtion received Enter totals heres 000 $ 6.472 
& come continuation plans for sickness or injury. (Gee instructions) ............ 
a §. If you received dividends, interest, or any other F.I.C.A. tax 
Be income (or loss), give details on page 2.......... Enter total here ——> 7,300 
8 6. Adjusted Gross Income (sum of items 4 and 5). ..Enter total here ——>/$ 49,300 
(Unmarried or legally separated lifying as “‘Head of Household,” check here[_]. See instructions.) 
How to| ‘Surviving wid and wid check here See instructions.) 
figure IF YOUR INCOME WAS LESS THAN $5,000—Use Tax Table unless you iiemize deductions. This table allows about 10 percent 
of your income for charitable contributions, interest, taxes, medical expenses, etc. If your deductions exceed 10 percent, it 
4 the tax| will usually be to your advantage to itemize them and compute your tax on page 3. 
EB IF YOUR INCOME WAS $5,000 OR MORE—Compute tax on page 3. Itemize or use standard deduction, whichever is 
to your advantage. 
§ 7. Enter your tax from the Tax Table, or from line 13, page 3.........scsssesssesssscesesssecsess s.......8,090 |... 
E 8 Less: A. Dividends received credit (line 8 of Schedule J)............000. $. aE 
< B. Retirement income credit (line 10 of Schedile 160 |__ 
9. Balance (item 7 less the sum of items 8A and SB) 
10. Enter your self-employment tax from line 36, separate Schedule C ..........ssececccccccsseeees 
11. Add amounts shown in items 9 and 
Tax |12. Credits for amounts paid on your 1954 income taz: 
due or A. Tax withheld (in item 2, Column D above). Attach Forms W-2....... $s... s472 
refund B. Payments on 1954 Declaration of Estimated Tax. Indicate District 
Director's office where paid. 1,000 L472 
13. If your tax (item 11) is larger than payments (item 12), the balance must be paid in 
14. If your payments (item 12) are larger than your tax (item 11) 
Enter amount of item 14 you want: Credited on 1955 estimated tax $...-...--...; So 
@ Make cheak or money order payable to District Director, I. R. S., for amount, if any, shown in item 13. 


Do you owe any other Federal tax? QO) Yes L we. 1 | Is your wile (or husband) making a separate return | Did you pay anyone for assistance in the preparation 


“Tes to which Dutrict Director's office and what hind of for 19847 res 
(or his) name. 


No. Uf “Yes,” write her | of your return? Yes CO wo. If “Yes,” enter his 


name and address. 


I declare under the penalties of perjury that this return aang | any accompanying schedules and statements) has been examined 


by me and to the best of my knowledge and d belief is a true, correct, and 


complete return. 


(Signature of tazpa 
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Page 2 
Schedule A.—INCOME FROM DIVIDENDS (Fist see Schedule J) 
1. Enter amount of dividends reported on line 6 of Schedule J.....s..sssssessssccsseecees ls 72.950 Term 
2. Enter total of all other dividends; itemize below, listing name of corporation and amount. . —_—_— 
Enter total here=> j¢ 1,250! For Cal 
Name a1 
Schedule B.— INCOME FROM INTEREST Fred 
Name of payor Amount Name of payor | Amount 
Fairmount Bank. $ 350. $. 
Enter total here=>| 350 of des 
__ Schedule C Summary.—PROFIT (OR LOSS) FROM BUSINESS, FARMING, AND PARTNERSHIP 
1. Business profit (or loss) from separate Schedule(s) C, line(s) 24 1, Ed 
2. Farm profit (or loss) from separate schedule, Form 1O40F ............. esvecsishioteed ee — 
3. Partnership, etc., profit (or loss) from Form 1065, Schedule K ....2.....cccecceeceeses eckintionion 
Partnership name and address. 2. Net 
5. Less: Net operating loss deduction (Attach statement) 7, 
Schedule D.—GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 2. MO 
1. From sale or exchange of property other than capital assets (from separate Schedule D).................... ___(1,000 —_— sh 
2. From sale or exchange of capital assets (from separate Schedule 
Schedule E.—INCOME FROM PENSIONS OR ANNUITIES (See instructions) pean 
Part I.—General Rule 4 Ent 
1. Investment in contract..........+.- $. 4. Amount received this year...... $. 8. Ent 
2. Expected return § Amount excludable (line 4 multi- 6. Ne 
3. Percentage of income to be excluded %. 
(line 1 divided by line 2)...........- % | 6. Taxable portion (excess of line 4 over line 5)........ eee 
Part II.— Where your cost will be recovered within three years and your L has rib d part of the cost e.. 
1. Cost of annuity (amounts paid in) ....}$.--..-....... ...| 4. Amount received this year...... es 
2. Cost received tax-free in past years. . Taxable income (excessoflne4 ###= | 
3. Remainder of cost (line | less line 2). 
Schedule F.—INCOME FROM RENTS AND ROYALTIES re 
$ $. $. $. 
| ‘afer 
$ $ ls $ 10, En 
2. Net profit (or loss) (column 2 less sum of columns 3, 4, and 5).....4....-.2-secccccccccccceccccesccccvecies: seeneipeaiiiibiidiienael ae: Il. En 
Schedule G.—-INCOME FROM OTHER SOURCES INCLUDING ESTATES AND TRUSTS Use li 
TOTAL INCOME (OR LOSS) FROM ABOVE SOURCES (Enter here and as item 5, page 1).......... $ 7,300 M4 Es 
Schedule H.—EXPLANATION OF DEDUCTION FOR DEPRECIATION CLAIMED IN SCHEDULE F a 
al 
Sch. EXEMPTIONS FOR INDIVIDUALS WITH GROSS INCOME OF LESS THAN $600, OTHER THAN WIFE AND CHILDREN — 
1, Name of individual. Also give address if different from yours 2. Relationship — 
of more in 19547 if ond by B 
E 
Enter here and as item 1D, page 1, the number of individuals claimed 2 A 
NOTE.—Li exemption ts based on your being designated as the one to claim a dependent, the necessary multiple suppor! diene must be attached. P 
* Two brothers have contributed $1,000 each to aunt's support 
but have agreed to permit taxpayer to claim the dependency 
exemption. 
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SCHEDULE D U. 8. Treasury Department—Internal Revenue Service 
rizctezitta, | GAINS AND LOSSES FROM SALES OR EXCHANGES OF PRoPERTY| 1954 
ond } USE WITH INDIVIDUAL, FIDUCIARY, OR PARTNERSHIP RETURNS me 
For Calendar Year 1984, or other tazabile year beginning . 1984, and ending 198 
Name and Address Check type of return filed: 
Fred Baker, 1234 Hemlock Ave., Chicago 2, Illinois | ibe 0 isa oes 
@) PROPERTY OTHER THAN CAPITAL ASSETS 
@. Deprecistion f. Cost or other 
b. Date | Date allowed (oF basis and cost of 
(attach explanation) 
15-53 caused by. death of debtor whe! 
died |pennilesis on 7-15-54 
2. Net gain (or loss). Stendeme: Schedule D, Form 1040, or as item 8 (a), page 1, Form 1041, or as 
CAPITAL ASSETS 
Short-Term Capital Gains and Losses—Assets Held Not More Than 6 Months 
>. MNO. Co. Bond $ Is $ $ 
__™Residence 1938. badule.afttached 2,880. 
4. Enter your share of net short-term gain (or loss) from partnerships and fiduciaries..........csccecececcseceeces [ececeneccenmmmenccsnsnnces 
8. Enter unused capital loss carryover from 5 preceding taxable years (Attach statement)...............0.0000- ——————— 


6. Net short-term gain (or loss) from lines 3, 4, and 5. Enter here and in Schedule D, wanton, or as item 26, page 


Long-Term Capital Gains and Losses—Aassets Held More Than 6 Months 


1. $. $. $. 


8. Enter the full amount of your share of net long-term gain (or loss) from partnerships and fiduciaries.............. 
9. Net long-term gain (or loss) from lines 7 and 8. Enter here and in Schedule D, Form 1041, or as item 27, page 


@ LINES 10 THROUGH 25 NOT APPLICABLE TO FIDUCIARIES AND PARTNERSHIPS 


Gain or Loss To Be Taken Into A t a. Gain 
10. Enter net short-term gain (or loss) from line 6...........ceecceccceccceeccccceecceseceess $ 
ll. Enter net long-term gain (or Joss) from line 
Use lines 12 through 15 only if gains exceed losses in lines 10 and 11. 
12, Enter short-term gain (line 10, col. a) reduced by any long-term loss (line 11, col. b)........ 8 
13. Enter long-term gain (line 11, col. a) reduced by any short-term loss (line 10, col. b)........ $ 
14. Enter 50 percent of line 13 
18. Enter here and on line 2, Schedule D, Form 1040, the sum of lines 12 and 14.............4. $ 
Use lines 16 and 17 only if losses exceed gains in lines 10 and 11. 
16. Enter the excess of lossea over grins on lines 10 and 11.........ceccscccccevecccevscesesseecsseceeserseeess 


11. Enter here and on line 2, Schedule D, Form 1040, the smallest of the following: db tnemnbibentnn Ste (b) tax- 
able income computed without regard to capital gains and losses and the deduction for exemptions; or (c) $1,000. . 


COMPUTATION OF ALTERNATIVE TAX FOR INDIVIDUALS (Form 1040) 
(See instructions on other side as to when the alternative tax applies) 


18. Enter from page 3, Form 1040, the income from line 5 if separate return or line 7 (a) if joint return...........+.+- 
19. Enter amount from line 14, column a, above, if separate return, or half of such amount if joint return...... ieionwie 
21. Enter tax on amount on line 20 (Use applicable Tax Rate Schedule in Form 1040 Instructions)........... piedaner 
22. If joint return, multiply amount on line 2] by two... .....scsseeesccccccecccesceceesneneeseseeseeseeeenens 
4%, If joint return, multiply amount on line 23 by tw0.......sssscescscceccsccccenseneeseesecsesseneeeenseaeees 
28. Alternative tax (line 2] plus line 23 if separate return; line 22 plus line 24 if joint return). If smaller than amount 
0 line 6 or line 7(c), page 3, Form 1040, enter this alternative tax on line 8, 
NOTE.—In lines 18 to 25 the treatment in the case of a joint return is also applicable to a return of a surviving widow or widower. 
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b. Loss 
s___1,000 
$__2,120 
$ 1,000 
$ 
10—70900-1 
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Page 3 
ITEMIZED DEDUCTIONS—FOR PERSONS NOT USING TAX TABLE OR STANDARD DEDUCTION. 
If Husband and Wife (Not Legally Separated) File Separate Returns and One Itemizes Deductions, the Other Must Also Itemize. 
Describe deductions and state to whom paid. If more space is needed, attach additional sheets 
University of Chicago |s.....4,.Q00.. 
Community Cheat 4,000 
0: 
Church of Christ. Building. Fund 1,.000.. 
Miscellaneoua recognized charities... 5,000 
Total Contributions (not to exceed 20 percent of item 6, page 1, ex where contributions to 
churches, schools, and hospitals are included). (See $12,000 
Interest..on.income.tax deficiency. $ 72 
Interest [ 
Gasoline. tax $ 15 
Vehicle tax... 25 
|Sales tax 200 
Real estate tax 910 
De not enter any expense d by i or oth A. Medicine and Drugs| B. Other 
1. Net Expenses (Attach iternized list).................. 100_ is 6,300. 
dental expense | 2. Enter in Column A, | percent of item 6, page 1......... 497 
(If over 65, 08 | 3. Enter in Column B, excess of Column 207 
instructions) 
6. Allowable amount (excess of line 4 over line 5). (See instructions for limitations).......... 2,028 
Child Care Expenses for care of children and certain other dependents (see instructions). Not to exceed $600. 
Losses from jewelry loss by theft® 
fire, storm, or | 
other cosualty,/ Fair market value. 00 
Total Allowable Losses (not cx or otherwise) 4 
Business entertainment. 
Miscellaneous 
650 
TOTAL DEDUCTIONS (Enter on line 2 of Tax Computation, below).................. $ 19 300 
TAX COMPUTATION 49.300 
1. Enter Adjusted Gross Income as shown in item 6, 
2. If deductions are itemized above, enter total of such deductions. If deductions are not itemized and line |, above, is 
$5,000 or more: ws married persons filing separately enter $500; (b) all others enter 10 percent of line 1, but 19.300 
4. Multiply $600 by total number of exemptions claimed in item 1E, page 1. Enter result here...............- 3,000 
§. Subtract line 4 from line 3. Enter the difference here. This is your Taxable Income.................... .- 2a 000 
6. If you are a single ed person filing separately, or a head of household— 
ingle persons and married -- persons an separately use Tax tas Schedule I in the instructions to figure tax 
on amount on line 5; of household use Tax Rate Schedule Il.............cccsecccccccccccccccceces $. 
7. lf Rinna ipiet mem, or if you qualify to file as a surviving widow or widower— 
(b) Use Tax Rate Schedule I in the instructions to figure tax on amount on line 7 (a).... 4,045 | 
8. If alternative tax is applicable, enter the tax from separate Schedule $ 
lines 9 through 12, and copy on line 13 the same figure you entered on line 6, Z (c), or 8, unless you 
used itemized deductions. | 
$. Enter here income tax payments to a foreign country or U.S. possession (Attach Form 1116). ./$..-.... 
10. Enter here any income tax paid at source on tax-free covenant bond interest...............- 
11. Enter here credit for partially tax-exempt interest (See instructions for limitation). . 
12. Add the figures on lines 9, 10, and 11. Enter the total here.............scccccccccecscecccccvccoceses: a 
13. Subtract line 12 from line 6, 7 (c), or 8, whichever is applicable. Enter difference here and as item 7, page 1. .|$ 8,090 


acec 
infor 


1. Na 
‘I 
2. To 
3. Le 
4. Ba 
En 
6. To 
1. (a 
(bi 
( 
8. 
NOT! 
If sep 
Did 
Ean 
1. K 
( 
( 
2. 
3.1 
( 
4. 
8. | 
6. 
7. 
8. 
9. 
10. 
16—70907-3 | 


Professional Examinations 


Page 4 
Schedule J.—EXCLUSION AND CREDIT FOR DIVIDENDS RECEIVED FROM 
QUALIFYING DOMESTIC (U.S.) CORPORATIONS. (See instructions) 
A B 
1. Name of corporation declaring dividend: 
_ABC.Company 
_DEF..Campany. 
3, Less: Exclusion of $50. Apply exclusion to Col. B..... 50 
§. Enter in Column B, the amount from Column A, line 6 
6. Total dividends to be entered on line 1, Schedule A, page 2 (total of Column B, lines 4 and 5)....sseseeeeeeees s__2,250 |__ 
CREDIT COMPUTATION 
7. (a) 4% of amount on line 4, Column B, above.........0 shabdhbeerehiiebebabatavinesiaidesnaeneran 160 
(b) 7 (a. or page less Sang, en page 3; or, if Tax Table is used, 
the case of a joint 
(Taxable income, for those using the Tax Table to tax, ery ad 1, lees 
8. Enter here and as item 8A, page 1, the smallest of the amounts on lines 7 (a), 7 (b), or 7 (c), above.........+.+. $ 160 


NOTE: If both husband and wife have qualifying dividends, on excluton shall be allowed to each online 3 to the 
received but not to exceed $50 ea: 


extent of the dividends 


Schedule K.—CREDIT aa RETIREMENT INCOME. _ (See instructions for definitions and other details) 


If separate return, use Column B only. If joint return, use one column for husband and A 
one for wife. 


Did you tn encore of $800 ta cash of 10 calendar 


furnish all information below in that column. 


Ore 


1, income for dor 68 years 
‘or taxpayers under years of age: 
Enter only income d from p and 


annuities under public retirement 
systems. (Do not enter pensions, annuities, and retirement pay from Armed Forces). | $. 


Ente ea annuities, retirement from Armod Fi interest, 
tota orces, 
and dividends included in gross income in s 


2. Enter here amount shown in line 1 or $1,200, whichever is lesser....cccccccccsseseces!$ 


3. Deduct: 
(a) Amounts received in taxable year os 
Railroad Retirement Rots, and 


Security Act, the and certain other exclusions from 
gross income, (See 


(b) Compensation for p ived in the taxable year 1954 in of $900. 


4, Total of lines 3 (a) $. 
8. Balance (line 2 minus line $. 


6. Tentative credit (20 percent of line 5)....ccccccccccccccccccccccccccccccccccccccccelS 
7. Total tentative credit on this return (total of columns A and B, line 6).......seeeee++ (Ee 


Limitation on Retirement Credit 


8. Amount of tax shown as item 7, a | 
Less: Credit for dividends from line 8, Schedule J, above..... | 


10. Retirement income credit. Enter here and as item 8B, page 1, the amount on line 7 or line 9, whichever $ 


) Preparing Return 
I declare under the penalties of pe: ant this return for the person(s) named herein; and that this return (incl 
correct, and complete return 


accompanying schedules and pve teed. is, = the of my knowledge and belief, a true, 
information relating to the matters required to be reported in this return of which I Soe any ‘knowledge. 


(ndividual or Firm S (Address) 
©. 8. GOVERNMENT PRINTING OFFICE 
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FRED BAKER 


1234 Hemlock Avenue 
Chicago 2, Illinois 
SCHEDULES FOR FORM 1040—YEAR 1954 
Transportation expenses: 
Deductible gasoline taxes. 
Vehicle taxes. ... 


50% business use of automobile. 


Gain on sale of residence: 
Proceeds from sale of residence.... . i 
Portion of 1954 real estate taxes (90/365 of $730.00).................... 


Less Broker’s 
Fix up expense. 


Cost of new residence 
Gain recognized... . 


Adjusted basis of residence sold 


Medical expense: 

Doctor, dentist and hospital bills (other than drugs): 
Ann Ochs.... > 


Drugs... 


The solutions to problems 2, 3 and 4 were prepared by Clifford T. Fay: 


Solution to Problem 2 


CAPITAL CORPORATION 
STOCKHOLDER’S EQUITY 
December 31, 1954 
Part a—(J1) 
Preferred stock: 
Class A, $100.00 par value, authorized 1,000 shares issued and outstanding 500 shares......... 
Class B, $100.00 par value, authorized 500 shares issued and outstanding 500 shares.......... 
Common stock, no par value, authorized 50,000 shares, issued and outstanding 39,500 shares (Note 
Amounts paid in excess of par value on preferred 
Excess of appraised value of fixed assets over cost...... YES Ce Sse nee 
Retained earnings: 
Appropriated for: 


Possible inventory decline........................ ...... 10,000.00 


Total appropriated earnings.................... CR $ 28,000.00 


129,170.00 


Less: 3,000 shares of no par common stock held in Treasury, at cost..................005 
Total stockholders’ equity..................... 


Note 1.—A dividend of 7,300 shares has been declared payable January 1, 1955. 


$415,670.00 
15,000.00 


$400,670.00 


Part 


Par 
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Proof: 


Organization... .. 2,500.00 Dividends preferred.................. 2,750.00 
Bad debts and inv... (16,300.00) 
Depreciation. . . ... (39,300.00) $352,405.00 
$753,075.00 
Less—liabilities. . . . 352,405.00 
Balance above. . .. $400,670.00 
CAPITAL CORPORATION 
CORRECTION OF INCOME AND SURPLUS ACCOUNTS 
Year ended December 31, 1954 
Part a—(2) 
Retained Earnings 
Income Unappro- Bond Inventory Contin- 
Adjustments—Descri ption For priated Sinking Decline gencies 
1954 Fund 
Balance, January 1, 1954........... ... $125,000.00 $(22,070.00) $6,000.00 $10,000.00 
Reserve for bond sinking fund....... =~ 2,000.00 (2,000.00) 2,000.00 
To close inventory loss to profit..... re (9,100.00) 
To adjust for future inventory loss...... 10,000.00 (10,000.00) 10,000.00 
Preferred dividends charged to income in 
Reserve for stock dividend to be declared 7,300.00 
Common stock dividend declared........ 7,300.00 
Write off of suspense account........... (3,160.00) 
Write off of cash over and short......... (480.00) 
Loss on sale of fixed assets... . (3,620.00) 
Balance, December 31, 1954 . $137,990.00 $(36,820.00) $8,000.00 $10,000.00 $10,000.00 
Part b 


Shares authorized and shares unissued—net and show in short 

Reserve for Federal income taxes—current liability 

Reserve for loss on accounts—contra accounts receivable—current asset 

Reserve for reduction of inventory to market—contra inventories—current asset 

Reserve for preferred dividends declared—current liability 

Reserve for depreciation—cost and reserve for depreciation—revaluation contra fixed assets—full disclosure of 
two elements and related reserves 

Reserve for dividends to be declared—reversed as declaration has not been made 

Organization expenses—intangibles—subject to reasonable amortization when loss of usefulness is apparent 

Bond discount—as deferred charge or other asset with amortization amounts offset (or shown in short)—or de- 
ducted from bond liability 


Solution to Problem 3 


P COMPANY AND WHOLLY OWNED SUBSIDIARY 


CONSOLIDATED STATEMENT OF RETAINED EARNINGS 
Year ended December 31, 1954 


Part (a) 


: $13 368,185.00 
LESS: Fair market value of 100,000 shares of common stock issued as a divi- 
48,256.26 1,548, 256.26 


BALANCE, December 31, 1954 (under terms of bond indenture dated ——— 


$11,149,515.00 is not available for cash dividends)...............6.0-00cceeeuceeeeees $11,819,928.74 
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Part (b & c) 


To reverse for consolidation working papers entry made by subsidiary in recording 
stock dividend. 


(2) 
To eliminate parent’s investment against stock account. 
(3) 
To eliminate intercompany dividends in consolidation. 
(4) 


Consolidated retained earnings. 
Liability for Federal ..-. $ 48,256.26 
To set up liability for income taxes on undistributed earnings of subsidiary. 


P COMPANY AND WHOLLY OWNED SUBSIDIARY 
WORK SHEET FOR CONSOLIDATED RETAINED EARNINGS 
Year ended December 31, 1954 


Add 
Profit of parent as reported. . ad Sore $487 , 537.00 


Adjustment to restate depreciation- —net of Federal income taxes (48% of 
$1, 143,350.00 548, 808.00 


$12, 649,515.00 
Less eV earnings for parent company stock dividend (100,000 shares @ $15.00 


Parent company earned surplus—end of period. $11, 149,515.00 
Add: 

Surplus of subsidiary at beginning. .... $734, 130.00 

Less intercompany dividend included in parent’s earnings 

Consolidated earned surplus—before tax on $11, 868,185.00 
Less provision for taxes on intercompany dividends 7.8% of ($718,670.00—$100,000)..... (48,256.26) 


Consolidated earned surplus, December 31, 1954 


Solution to Problem 4 


Part (a) 
Present value of 2% annuity per table=15.8992 
$40,000.00 face of note divided by 15.5892 =$2,566.00 for each of 20 semiannual notes. 


Part (b) 
(1) Accumulation of fund for 20 periods at 6% annually. 20 periods at 3% =26.8704 
Amount of payment $500.00 26.8704=$13 ,435.20 accumulated in retirement fund. 
2) Withdrawals for 15 years or 30 periods 
Present value of 1 from table= 19.6004 
$13,435.20 in fund divided by 19.6004=$685.00 semiannually for 15 years to be withdrawn. 


Part (c) Section (1) 
Additional cost of refinancing: 


Parl 
TI 


(1) 

| 
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(1) Present value of $150,000.00 outlay at going rate of 2% for 20 periods 
Present value from table= .67297 
(2) Present value of new interest payments 
$2,150,000 @ 2%—interest of $43,000.00 in each of 20 payments which will reduce to 
present values as follows: 
From table of values—16.3514 


(3) Present value @ 2% of current interest payments of $50,000.00 semiannually 
Present value from table 16.3514 times $50,000.00 equals present value of current contract $817,570.00 
Less present value of proposed borrowing as shown above...............0eeeeceeeeeeeee 804,055.00 


Part (c) Section (2) 

Three possible treatments for unamortized bond discount on the old issue at the date of refinancing. 

(1) Immediate write-off 

(2) Write-off over the remaining life of the old issue 

(3) Write-off over life of the new issue 

Major arguments for method. 

(1) It is an expense of the period of the refinancing as it represents the current cost of obtaining more advan- 
tageous interest rates. This method follows the accounting doctrine that costs and expenses should be 
written off when the decision is made and the transaction is complete. 

(2) This method is supported by the argument that the old contract always carried an option to cancel and 
the company has exercised this option because of more favorable interest costs in the future. It therefore 
follows the theory of prorating costs over the period of expected benefits which would be the life of the 
old issue. 

(3) This method assumes that the benefits from refinancing will accrue over the life of the new issue and that 
these costs are an integral part of the new issue. 

Methods 1 and 2 above (and any reasonable compromise between the two dates) are considered acceptable. 
Method 3 is not generally accepted as the argument stated above is not generally considered as acceptable and 
this method has no marked practical advantages over methods 1 and 2. 
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ASSOCIATION NOTES 


E. Burt AustTIN 


FLORIDA 
University of Florida 

New appointments as instructor include 
MARSHALL J. CoLcorD and MANUEL ZAIAC. 

H. A. Finney recently addressed the Account- 
ing Society. 

Harry R. Price received the Doctor of Phi- 
losophy Degree from Northwestern University in 
1954 and has been promoted to the rank of associ- 
ate professor. 

ELBERT SILVER has returned after receiving 
the Master of Law Degree from New York 
University. 

Howarp A. Zacur has recently received the 
Doctor of Philosophy Degree from the University 
of Pittsburgh. 

IOWA 
Drake University 

The Drake University Accounting Department 
sponsored a two-day tax conference on the 1954 
tax law in December, 1954. 

MASSACHUSETTS 
Universily of Massachusetts 
A conference of New England Collegiate In- 


structors of Accounting was held at the university 
in June. 


Boston College 


MICHAEL ALBERY has been promoted to the 
rank of professor of finance and economics. 


Boston University 

The university was host from January 10, to 
March 14, to a Seminar in Practical Management 
for Small Manufacturers. The program featured 
Francis E. Moore as coordinator and a number 
of other distinguished business and accounting 
speakers. 

MICHIGAN 

Michigan State College 

The university was host in April to a sympos- 
ium on Business in the Future, featuring as speak- 
ers noted authorities from business and related 
professions. 

NEW MEXICO 

University of New Mexico 


MERRILL B. DILLEY, currently on leave from 
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Drake University, served as visiting professor of 
accounting at the University of New Mexico for 
the Spring semester. 


NEW YORK 
Long Island University 


Puitip WOLITZER is serving on the Committee 
of Admissions of the New York State Society of 
CPAs. 

The Department of Accounting held its first 
dinner of the season and conferred the rank of 
“Honored Fellow in Accounting” for 1955 upon 
WitiiAmM R. DoNALDson, a New York CPA. 


NORTH CAROLINA 
University of North Carolina 


The university was host in April to a Spring 
awards dinner of the North Carolina Association 
of CPAs. WILLARD J. GRAHAM was the principal 
speaker. 

OHIO 
Ohio State University 

Eric L. Kou Ler was a full-time visiting pro- 
fessor in the Department of Accounting during the 
winter quarter. His work was exclusively with 
graduate students. 

HowarpD GREER was a part-time professor in 
the spring quarter. 

James H. McCoy has been selected president 
of the Columbus Chapter, NACA. 

The 17th Annual Institute of Accounting was 
held at the university in May. The program in- 
cluded as chairman and speakers a large number 
of nationally prominent accountants. 

Xavier University 

The Accounting Society has featured the fol- 
lowing speakers on programs during the fall and 
spring semesters: IRvinGc M. CoNVERSE, HENRY 
E. Praxico, MEREDITH F. JoNnEs, JouHN B. 
Lawson, J. TRACEY Kropp, RAYMOND J. LEISNER, 
and James R. FAVERT. 

Also featured were a plant tour of Radio Cor- 
poration of America and a Controllers Institute 
forum. 

The university sponsored the second annual 
meeting of the Cincinnati Chapter, NACA, with 
a program termed “Special Activities—Coopera- 
tion with Educational Institutions.” 
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OKLAHOMA 
University of Tulsa 

The 1955 Conference of Accountants was held 
in April at the University, co-sponsored by eight 
professional organizations. The theme of the 
program was “Improving Accounting Services.” 

PENNSYLVANIA 
University of Pittsburgh 

JosepH P. WALLACE has been added to the 
staff as lecturer. 

James H. RosseEtz has spoken recently before 
several groups on the 1954 Internal Revenue 
Code. 

C. R. VAN SICKLE coordinated a series of man- 
agement meetings in March for the Pittsburgh 
Junior Chamber of Commerce. 


TEXAS 
Texas A. and M. College 


The college was host in April to the Eighth 
Annual Accounting Conference and featured ses- 
sions on organization within the accounting de- 
partment, uses of electronic machines, and other 
matters. 
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University of Houston 


Kermit C. Moss has been added to the staff 
as assistant professor. During the preceding year 
he had been serving as Internal Revenue Agent. 


VIRGINIA 
University of Virginia 


The McIntire School of Business Administra- 
tion has been divided into separate schools of 
Graduate Business Administration and under- 
graduate School of Commerce. 

Cuartes C. ABBorTT, of the Harvard School of 
Business, has been made dean of the Graduate 
School, and Frank S. KAuLBAck, Jr. has been 
made head of the School of Commerce. 

The university was host in April to the 
seventh annual meeting of the Southeastern 
Section of the American Accounting Association. 


WEST VIRGINIA 


Marshall College 


VERNON D. JoLtey recently concluded a series 
of television broadcasts dealing with provisions 
of the 1954 Federal Revenue Act. 
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BOOK REVIEWS 


ArtHuR M. Cannon, Editor 


Accounting 


PILtsBuRY, Use of Corporate Statements by Organized Labor................. Robert Dubin 
CONTROLLERS’ CONGRESS, Expense Center Accounting Manual.............. John G. Blocker 
TENNER, Municipal & Gov't Accounting, 3rd ed... .. Edward S. Lynn 
Fiske & BeEcKETT, Industrial Accountant’s Handbook..................... Lauren F. Brush 
LassER, Handbook of Accounting Methods, 2nd Kenneth Berg 
RUSWINCKEL, Practice Set in Cost Accounting. John A. Beckett 
AMERICAN MANAGEMENT ASSOCIATION, Office Mechanization.............. Frank H. Hamack 
Auditing 
STRAUB, Examination of Insurance Companies....................00.00ceeeee H. W. Snider 
Economics 
KaPLaNn, Big Enterprise in a Competitive System..........................Almarin Phillips 


Finance and General 


AMERICAN Mort. Ass’n., Capital Equipment ‘Replacement................... Norton Bedford 

ANTHONY, Shoe Machinery: Buy or John J. W. Neuner 

EmersON & Latcuam, Shareholder O. K. Burrell 

LENT, Ownership of Tax-Exempt Securities............0....cccccccececeees Burle Bramhall 
Statistics 

Taxation 

How to Work with the Internal Revenue Code of 1954................. C. Rollin Niswonger 

CCH, 1955 Master Tax Guide......... Charles T. Zlatkovich 


CCH, Canadian Master Tax Guide 
Canadian Income Tax Act 
Canadian Income Tax Regulations} 
SuRREY & WARREN, Federal Taxation—Law & Practice 
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Book Reviews 


Accounting 


F. Pittspury, The Use of Corporate Financial 
Statements and Related Data by Organized Labor 
(Bloomington, Indiana: Bureau of Business 
Research, Indiana University, Indiana Business 
Report, Number 18, 1954, pp. 54, $1.50). 


This is a concise and illuminating attempt to set forth 
the way in which corporate financial data enters into 
collective bargaining. In the broadest sense the report 
illustrates another aspect of the rationalization of col- 
lective bargaining in terms of its factual basis. In the 
narrowest sense the report shows the réles that account- 
ing measures play in satisfying the requirements for the 
necessary factual financial information. 

The author is particularly cautious in suggesting that 
he has no panacea for collective bargaining. This point 
is made in his first introductory chapter. The second 
chapter gives an illustrative rather than exhaustive 
account of the concept “ability-to-pay” as it has been 
used in collective bargaining, with particular reference 
to the way in which arbitrators have made use of the 
concept. 

In chapter three the author sets forth the various 
sources of corporate financial information for non- 
corporate persons in collective bargaining. It is shown 
that the corporation through its own financial reports 
is a primary source of such information for union of- 
ficials. (This study, incidentally, is based upon contact 
with the research directors of the union movement. 
These officials tend to be well-educated and relatively 
sophisticated.) Where the corporation provides insuf- 
ficient information or insufficient detail it is not beyond 
the realm of practice for the union to “steal’’ the in- 
formation through employees in the company. It is also 
a practice among unions to build the data for their own 
informal records by keeping counts of shipments or 
units produced, for example. Additional sources of in- 
formation for unions are various agencies of the Federal 
government including the SEC, ICC, FCC, FPC, and 
CAP. These agencies have more or less extensive reports 
which are available to labor union sources. The National 
Labor Relations Board has at various times dealt with 
the issue of financial data and in general has avoided 
specifying concrete kinds of data to be made available 
by the employer. However, it has indicated that failure 
to provide necessary information can be the basis for an 
unfair labor practice charge. 

At the state government level some of the state labor 
relations boards have also acted upon the general issue 
of making information available as a basis for bargain- 
ing. In the state of Wisconsin the corporate income tax 
returns are public records and are thus available to 
union officials. 

In addition, unions depend upon financiai news serv- 
ices, credit reports, industrial ratings such as contained 
in Moody’s, and several labor research organizations 
that will occasionally collect such financial data on 
corporations. 

_ The general point about the sources of information 
is this: the failure of a company to reveal financial data 


does not necessarily prevent the union from securing 
some kind of comparable data as a basis for its own case 
in negotiations. The choice is never one between pro- 
viding to the union financial data or keeping the union 
in ignorance. The choice is always one between indirect 
and sometimes erroneous data or direct and presumably 
more accurate data in the union’s hands during collec- 
tive bargaining. 

In chapter four the author sets forth the union of- 
ficial’s views concerning present corporate financial 
statements. The stated union objections to present cor- 
porate statements are as follows: (1) they are not suf- 
ficiently current; (2) there is some criticism of current 
accounting practices; (3) the financial statement is 
usually too condensed and general; and (4) there is lack 
of uniformity and comparability, particularly between 
companies and industry. The stated desires for more 
information in the hands of the union are summarized 
briefly as follows: (1) some types of data are needed to 
administer effectively the collective bargaining agree- 
ment; (2) in the determination of wage levels specific 
income, cost and other data are necessary for intelligent 
bargaining; and (3) there is an expressed concern with 
the broader considerations of income distribution be- 
tween the major claimants upon corporate income. 

In the last chapter Pillsbury suggests the kinds of 
revisions in the financial statements of business firms 
that would go a long way towards meeting the require- 
ments of collective bargaining from a union’s standpoint. 
He presents an illustrative income statement, together 
with its breakdown, together with a detailed statement 
of retained earnings for a fictitious corporation. This 
illustration and the discussion of the needs for such de- 
tail should prove exceedingly useful to accountants. In 
addition, the author suggests a graphic break-even 
analysis as a way of demonstrating the impact of 
changes in variable costs, including labor costs, upon the 
break-even point for a firm. Finally, the author suggests 
a series of financial statement ratios whose use in col- 
lective bargaining would serve primarily to show the 
relationships between the individual financial factors in 
a firm’s operation and the larger outcome of these 
operations. 

This is a very useful study. Starting with the implicit 
assumption that the financial information about a 
business firm is collected and presented for a useful 
purpose, the author points out how such present prac- 
tices in accounting statements, with relatively minor 
changes, can prove exceedingly important if not essen- 
tial in developing factual collective bargaining. 

The issue for the accountant seems quite clear. He 
is able from existing records to provide the necessary 
changes in financial statements to make more adequate 
the factual basis of collective bargaining. If management 
is willing to move in this direction the accountant stands 
ready to develop the necessary records. The policy de- 
cision is obviously management’s to make. Any ac- 
countant would be well advised in aiding management 
to reach a decision in this area to point out that it is 
never a choice between information and no information. 
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Unions will get their financial data one way or another. 
The management decision is essentially whether to 
furnish this data so as to provide a common set of facts 
from which the collective bargaining may proceed. 
RoBert DuBin 
Head, Department of Sociology 
University of Oregon 


Hream S. Davis, Productivity Accounting (Philadelphia: 
University of Pennsylvania Press, 1955, pp. xii, 
194, $5.00). 


This study deals with the possibility of establishing 
all factors of production on a base period scale, and 
through the determination of an input/output ratio, 
measuring effectively the change in company produc- 
tivity on a comparable base. 

After an introductory chapter in which the author 
defines “productivity” and presents a simplified illus- 
tration of the calculation of productivity change, he 
uses the next three chapters to expand the basic theory. 
Chapter IT includes an extended illustration of “pro- 
ductivity accounting,” and discussions of the revalua- 
tion of output and input elements, including not only 
the usual cost elements, but the investor input as well. 
In Chapter III the author presents a discussion of shifts 
in input and output factors, the base-period problems, 
and several special problems relating to input factors. 
Chapter IV considers possible uses of productivity ac- 
counting in business. The author compares the usual 
measures of efficiency with those provided by produc- 
tivity accounting; discusses the use of this new tool in 
the analytical audit; treats of its incorporation into the 
budget control; and discusses previous attempts at 
common-price accounting. 

In Chapter V the measurement of the distribution of 
the savings and losses determined by productivity ac- 
counting is presented. Limitations of the measurement 
are also discussed, with a recognition that the results of 
the measurement are dependent upon the valuation 
methods used. 

In Chapter VI the author indicates some of the 
problems to be solved, and decisions to be made, in ap- 
plying productivity accounting to a given situation. 
Such difficult questions as what base period should be 
used, what price scale is proper, how much should be 
included in productivity accounting as a starting point, 
and which revaluation method is better, are presented 
and solutions are suggested. Next, a discussion of the 
revaluation of output and input factors, related to 
specific elements, is presented. In an appendix to Chap- 
ter VI “suggestions are provided on defining, valuing, 
matching with output, and revaluing the five major 
classes of input, namely—manpower, or labor and 
management; commodity; business services; capital 
goods; and investor.” 

Realizing that, as with any new subject matter, the 
readers will raise many questions, the author has con- 
cluded his study with a question and answer section. 
Here he attempts to anticipate the questions that he 
feels will be most frequently raised, to supply answers 
to those questions, and thus to summarize the work in 
fewer words and simpler language. Although many 


questions are answered, there are undoubtedly others 
to be raised as to the propriety and validity of many of 
the basic premises the author uses. For those interested 
in further reading, the author has included a four page 
bibliography-of related material. 

This study is a further excursion into the field of 
common price accounting, with special application to 
the determination of productivity changes through the 
extension of common prices to all phases of production. 
The book is well written, but the nature of the subject 
matter makes for rather heavy going. Twenty-two 
tables and’a’ chart help illustrate to the reader the ex- 
planations of theory and processes presented. The study 
is a contribution to the relatively scarce literature in 
this field. 

W. B. JENckKs 
Associate Professor of Accounting 
Ohio State University 


Expense Center Accounting Manual (New York: Con- 
trollers’ Congress Standardization Committee of the 
National Retail Dry Goods Association, 1955, pp. 
xviii, 235, $20.00; members of the Controllers’ 
Congress and of the NRDGA, $12.50). 


The “Expense Center Accounting Manual” is pub- 
lished for the use of department and specialty stores as 
a replacement for the “Standard Expense Accounting 
Manual,” originally published in 1922 and revised and 
simplified in 1928 and 1950. The expense classifications 
presented in the earlier manuals have been the basis for 
account classifications in the majority of retail estab- 
lishments, both large and small, for the past 30 years. 

The new manual is the result of demands for a major 
revision of expense classifications to provide retail 
stores with a method of controlling and reducing ex- 
penses through the medium of “Productive Measure- 
ment.” This is a departure from the traditional plan in 
the earlier manuals of using the five broad categories of 
administration, occupancy, publicity, buying and sell- 
ing; because all expenses are classified by expense 
centers, each center representing work operations or 
“jobs of work.” 

The manual contains three sections. Section I pro- 
vides a description of expense centers, a chart of expense 
center accounts, and a cross-index between old and new 
manuals for each of four groups of stores according to 
size. Section II contains chapters dealing with the ob- 
jectives and methods of productivity measurement and 
production unit accounting as related to expense centers. 
Section III contains a number of miscellaneous chapters 
including Departmental Expense Distribution, Report 
Presentation, and Accounting for Workrooms and 
Leased Departments. 

The chapters dealing with expense centers present a 
classification and description of accounts for each of 
four groups of stores according to size. Group A, desig- 
nated for stores too small to benefit from the use of ex- 
pense centers, provides for a classification of 17 accounts 
by type of expense only. Group B stores are presented 
with 82 accounts distributed among 14 expense centers; 
Group C stores with 155 accounts distributed among 36 
expense centers; and Group D, for large establishments, 
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with 235 accounts distributed among 71 expense centers. 

It is clearly explained in the Manual that it is possi- 
ble for a store to use expense center accounting without 
utilizing production unit accounting which is directed at 
the measurement of the productivity of an expense 
center for the purpose of controlling expenses. The 
production unit accounting plan is based on the proposi- 
tion that the following three factors are involved in any 
job of work: 

1. The amount of work that is done, which is called 

the “work load.” 

2. The speed with which it can be done, which is 

called “productivity.” 

3. The cost of labor for doing it, which is called 

“effective pay rate.” 

Production unit accounting for retailing has many of 
the characteristics of standard costs in manufacturing. 
It provides for expected work loads with standards of 
performance as goals; it places responsibility for idle 
time and expense control and reduction upon the super- 
visor of each expense center; and it is an aid in budgeting 
future costs and productivity. 

The chapter dealing with departmental expense dis- 
tribution emphasizes the advantages and methods of 
“cost finding” by selling departments. The “net profit 
plan” of determining the profitableness of departmental 
operations is contrasted with the “contribution plan,” 
commonly referred to as “direct costing.’ Bases of ex- 
pense distribution are suggested for expense centers and 
for direct distributions. 

The chapters dealing with reports and statements of 
operations deal with store income and expense state- 
ments; ratios, percentages and other types of retail 
statistics; and expense center reports. 

The Controllers’ Congress Standards Revision Com- 
mittee of the NRDGA has performed a valuable service 
in the interest of effective control of costs and reporting 
for retail stores. They have done an excellent job of 
overhauling the old expense manual and have simplified 
and clarified classifications of accounts and descriptions 
of procedures. The inclusion of production unit account- 
ing and the importance that is given to cost accounting 
for retail establishments bring retail accounting in line 
with present-day cost control and accounting for 
manufacturing enterprises. 

The Expense Center Accounting Manual will be in- 
valuable to retail stores, both large and small. It will 
become an important guide for accountants in the de- 
sign and operation of retail accounting systems. It will 
be of interest to all students of accounting because of 
the control of expense and measurement of productivity 
which are introduced to the field of retailing. 

Joun G. BLOCKER 
Professor of Accounting 
University of Kansas 


IRVING TENNER, Municipal and Governmental Account- 
ing, Third Edition (New York: Prentice-Hall, Inc., 
1955, pp. xvii, 569, $6.95). 

The third edition of this standard text covers much 


the same material as did the previous edition, and the 
approach is very similar. After discussions of the nature 
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of governmental accounting, the classification of ac- 
counts, and budgeting, the author presents detailed 
material describing the operation of the various funds. 
Additional chapters are used to discuss cash, general 
property taxes, fixed assets, liabilities, auditing and 
financial reporting, cost accounting, and accounting for 
hospitals and for institutions of higher education. The 
two chapters on accounting for institutions provide 
material not covered in the earlier editions, and auditing 
has also been added to the chapter on reporting. All of 
the material is presented in the light of the latest applic- 
able pronouncements of the National Committee on 
Governmental Accounting. 

The earlier chapter on investments has been deleted, 
apparently in a laudable attempt to eliminate inter- 
mediate accounting material from a text on govern- 
mental accounting. Another improvement in utilization 
of space is accomplished by combining the two chapters 
on utility accounting and eliminating some of the ma- 
terial. In the same chapter one and one-half pages are 
devoted to “Accounting for Other Enterprises.” The 
enterprise activities are dismissed by saying that “The 
same accounting principles apply to these enterprises 
as to utilities and the same type of balance sheet and 
income and expense statement apply to both.” The 
comparison is unfortunate; publicly-owned enterprises 
should be accounted for in a fashion as nearly like the 
privately-owned counterpart as possible, just as the 
publicly-owned utility ordinarily uses, as far as possible, 
the uniform system of accounts prescribed for the 
privately-owned utility. 

The problems and questions are profuse and in 
general satisfactory. Except in the new chapters the 
problem material has been brought up to date almost 
exclusively by the inclusion of C.P.A. examination 
problems; most of the other problems are taken from 
the second edition without substantial change. The 
presentation is clear and generally concise; illustrations 
are profuse and well chosen; the book is very “‘teacha- 
ble.” 

Students would probably benefit from an abstract 
presentation of the principles of governmental account- 
ing. Accounting’s function in the process of legal con- 
trol is well presented, but the book is virtually devoid 
of material which would emphasize the importance of 
governmental accounting as a tool of managerial plan- 
ning and measurement of performance. The chapter on 
budgeting emphasizes the preparation of budget docu- 
ments—the orderly accumulation of dollar data for 
presentation to the legislative body. The word “plan” is 
applied to the programs of a government only when 
“budget” is defined. The performance budget concept, 
which has been a major topic of discussion in public 
finance administration in the period between the two 
editions and which promises to multiply the usefulness 
of accounting in government, is covered, along with 
work programs, in a single paragraph. There are only 
two attempts to relate cost accounting to budgetary 
planning and execution. One occurs in the budget 
chapter where work programs are said to be desirable 
“if activities are susceptible to unit cost measurement.” 
The second occurs in the chapter on cost accounting: 
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“The purpose of cost accounting is to provide expendi- 
ture data to be used in (1) preparing the budget [and] 
(2) determining whether operations are being carried on 
efficiently. ... ” Neither of these statements is ampli- 
fied. In all fairness it should be observed that no other 
governmental accounting text with which the reviewer 
is acquainted provides an adequate coverage of this 
important function of accounting. 

Municipal and Governmental Accounting remains an 
excellent text for a basic course and a valuable reference 
for the practitioner. No municipal accountant or auditor, 
no public accountant with municipal engagements, and 
no teacher of governmental accounting should fail to 
include this new edition in his library. The student will 
find it to his liking as a text or as a reference work. 

Epwarp S. Lynn 
Assistant Professor of Accounting 
University of Texas 


Wyman P. Fiske and Joun A. Beckett, editors, Jn- 
dustrial Accountant’s Handbook (New York: Prentice- 
Hall, Inc., 1954, pp. ix, 1072, trade $12.50, text 
$9.50). 


Twenty-one authors have contributed twenty-five 
chapters to present a “complete picture of the uses and 
limitations” of industrial accounting. Probably every 
well-informed reader will find that some idea was left 
out or that some description is incomplete or incorrect, 
but the authors covered an unusually wide range of 
topics. 

The contributors include many familiar names: 
Sterling K. Atkinson, John A. Beckett, Clinton W. Ben- 
nett, Thornton F. Bradshaw, Joel Dean, Wyman P. 
Fiske, Gould L. Harris, Arthur R. Hutchinson, Frank 
W. Jackson, John V. James, Joseph A. Mauriello, 
Frank D. Newbury, Clarence B. Nickerson, John L. 
Olsen, Jr., Maurice E. Peloubet, Robert C. Perry, 
George W. Randall, Roger A. Seebe, Charles H. Sevin, 
John B. Thurston, and Frank Wallace. Eight of the 
authors are affiliated with industrial and business firms, 
four are management consultants or engineers, five are 
public accountants, six are associated with universities, 
and two are government officials. 

Four chapters of the book describe the broad field of 
industrial accounting, suggest its essential purposes, 
and discuss several problems of management policy in 
which accounting data are important. These are chap- 
ters on Basic Concepts in Industrial Accounting; Cost, 
Volume, and Profit Relationships; Inventory Values and 
Profit Management; and Pricing Policies. Most students 
of industrial accounting will recognize the problems 
raised and appreciate the methods of solution indicated 
in the first three chapters named. The chapter on Pricing 
Policies indicates that problems remain to be solved. 

The usual areas of accumulation of raw material of 
industrial accounting are covered in nine chapters such 
as Account Classification and Cost Ledgers, Overhead 
Cost Distribution and A pplication, and Inventory Con- 
trol Procedures. The explanations are thorough, and the 
illustrations run the gamut from hand-written methods 
to punched cards. The control procedures as claimed in 


chapter titles in this group are essentially procedures 
for accumulating information in a manner to make it 
available for control use. 

The areas in industrial accounting which predomi- 
nately involve operating and cost contro] are covered in 
eight chapters including Standard Costs in the Accounts, 
Forecasting and Planning, Internal Check and Audit, 
Cost Reports and Analysis of Results, and Budgeting and 
Budgetary Control. 

The chapter on Building Standards warns against 
confusing operating standards with cost standards and 
discusses both concepts. The central theme seems to be 
that standard costs should be built on the foundation 
of managerial decision as to the level of volume of opera- 
tions anticipated for the period. There is no recognition 
of the concept that standard costs should be built for 
a “normal” level of operating volume. Neither is there 
any emphasis on the direct costing concept in the de- 
velopment of standard costs, but the chapter on Con- 
trolling Overhead Costs includes a brief explanation of 
direct costing. 

Four chapters present various aspects of organization 
and systems. A chapter on Organization for Industrial 
Accounting includes discussions about the controllership 
function, job descriptions, and the development of 
personnel for industrial accounting. A chapter on The 
Design and Administration of Business Systems includes 
descriptions of the flow of papers and of time studies of 
clerical work. A chapter on Machines for Accounting 
describes the uses of a wide variety of office machines 
but does not attempt an explanation of the uses of 
electronic equipment. A chapter on Form Design and 
Conirol contains a detailed and highly illustrated ex- 
planation. 

There is a detailed table of contents at the beginning 
of each chapter and an index occupies the last thirty 
pages of the book. Bibliographical information is 
generally confined to footnotes. With one exception, 
each chapter is a complete composition with but a 
minimum of relation or reference to the other chapters. 
Consequently, there is a variety of style, inevitable over- 
lapping and repetition, and occasional inconsistency. 

If “the American executive and those who assist 
him” are competent and busy, they may begrudge the 
time required to read some of the introductory com- 
ments, which would perhaps be appropriate in a speech 
or an article but are excessively descriptive of the nature 
or importance of the particular problem for a handbook. 

In light of the great quantity of information and the 
obvious desire of the publishers to use a considerable 
array of authorities, the book presents a substantial 
problem in editorial organization. 

LAUREN F. 
Assistant Professor of Accounting 
The Ohio State University 


J. K. Lasser, Editor, Handbook of Accounting Methods, 
Second Edition (New York: D. Van Nostrand Com- 
pany, Inc., 1954, pp. viii, 1149, $12.00). 


The late J. K. Lasser was well known among account- 
ants for his work as long-time editor of the Tax Clinic 
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section of the Journal of Accountancy and for many 
significant contributions to accounting literature. 
Through his tax manuals sold in bookstores and news- 
stands throughout the land he became nearly as well 
known to non-accountants. The new edition of his near- 
classic Handbook of Accounting Methods, obviously 
represents one of Mr. Lasser’s last contributions. 

Those who are familiar with the first edition will 
notice three changes in the revision. The original work 
had four major sections: 

I. How to design an accounting system 

II. Records required for tax and other legislation 

III. Systems used in specific industries, and 

IV. Bibliography. 

In the revision, Sections I and IT have been replaced by 
one section which deals briefly (52 pages) with account- 
ing objectives, budgetary control, and principles of sys- 
tems construction. Section IV has not been retained in 
the revision. 

Section II of the revision corresponds to Section III 
of the original publication, expanded from 71 to 85 
articles, each devoted to a particular type of business, 
and each written by an accountant selected because of 
his training and experience in his particular area. 

All of the types of business included in the first edi- 
tion are retained in the revision. Among those added 
are: aircraft and aircraft parts, canning, coal mining, co- 
operatives, hosiery, labor unions, physicians and 
surgeons, and sulphur mining. Of the seventy-one arti- 
cles presented in the original edition, sixty-seven appear 
to be unchanged in the revision. 

Each of the articles follows approximately the same 
pattern. The reader is first given a brief description of 
the business. Then there is usually presented a section 
containing a brief discussion of the accounting theory of 
particular significance to that type of enterprise. Next 
generally appears a chart of accounts, occasionally ac- 
companied by brief explanatory notes related to some 
accounts where the author of the particular article felt 
this was necessary. Each article typically is concluded 
with a section in which an operating statement and 
balance sheet are presented. Following this material 
some articles contain a few comments regarding book- 
keeping methods. 

The average space devoted to each type of business is 
only thirteen pages. Quite obviously each presentation 
ishighly compressed. However, if one regards this hand- 
book as a manual of specific adaptations based upon a 
presumed knowledge of fundamentals of system design 
and installation, rather than as a basic book on account- 
ing systems, he is not likely to be disappointed. 

It is indeed difficult to judge the adequacy of a series 
of articles on specialized accounting systems written by 
specialists in the various areas. On the basis of a limited 
sample consisting of those with which the reviewer is 
familiar, it appears that this edition should provide help- 
ful material for accountants, both public and private, 
who may be requested to design and install an account- 
ing system for an enterprise of a type discussed in the 
Handbook. It also ought to be useful as background 
material for those who have occasion to audit enter- 


Book Reviews 


561 


prises of these types, or perform other special services. 
The Handbook of Accounting Methods is a valuable 
contribution to accounting literature because it serves to 
bridge the gap between systems texts, concerned as they 
should be with basic objectives and principles of system 
design and installation, and the actual construction and 
installation of a system for a particular business. Mr. 
Lasser had this clearly in mind when he stated in the 
preface to the second edition, ‘So I think we shall have 
to keep up this procession of idea-caravans endlessly, 
telling the tale of common incidents of each type of 
business.” 
KENNETH B. BERG 
Assistant Professor of Accounting 
University of Washington 


Joun W. RuswinckE1, Practice Set in Cost Accounting 
(New York: Prentice-Hall, Inc., 1954, pp. 192, 
$2.75). 


The practice sets for Ruswinckel’s revision of Law- 
rence and Ruswinckel’s Cost Accounting are now availa- 
ble; they will prove valuable to both student and 
instructor. 

The material consists of four paper-backed volumes 
of from twenty to sixty pages, each consisting of the 
following: 

Part A 

Volume I. Introductory cost material 

Volume II. Journals, Recapitulations, Stock 
Cards, Trial Balances, and State- 
ments for Part A 

Parts B and C 

Volume III. Job Order and Process Cost Ac- 
counting 

Volume IV. Production Orders, Production 
Schedules, and related papers for 
Parts B and C. 

The sets are clearly set forth and easy to follow. 
They include simple descriptions of the manufacturing 
processes, and a few pictures of the products to increase 
the feeling of reality which so many practice sets lack. 
The reader can easily visualize himself working in an 
“actual situation;” fe is told, in fact: “You have been 
employed . . . as assistant to the treasurer-controller.” 

Mechanically, the sets appear to be in good condition. 

Two aspects of the material fall short of the mark 
which a practice set author, designing material for a 
beginning student, might set for himself. In the first 
place, there is little of standards here, and it would be 
so easy to introduce them. The student who has reached 
the point of completing work of this scope should surely 
have had some exposure to the mechanics of standard 
cost accounting. We must remember that most students 
of accounting never go beyond the first required course 
—which this represents—and hence leave the field 
without ever knowing first hand the ease of record-keep- 
ing and the improvement of control which standard 
costing makes possible. 

Secondly, there is nothing here which gives to the 
student a glimpse of the manner in which batches of 
documents are gathered together to be summarized by 
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adding machine or comptometer—thus comprising, of 
and by themselves, a “journal” whose informal sum- 
mary constitutes the journalizing process so laboriously 
performed in this—and most other—practice sets. 
Aside from these shortcomings—and they must be so 
recognized if we are constantly to look for improved 
practice set material for beginning students—the case 
material by Ruswinckel is manifestly good. 
Joun A. BECKETT 
Treasurer 
Spreckels Sugar Company 
San Francisco 


Grorce Grsss, Manual for Mission Treasurers, 
Second Edition (Los Angeles: The Protestant 
Episcopal Church in the Diocese of Los Angeles, 
1954, pp. 39, plus 13 forms with explanations, $1.50). 


This edition is a considerable improvement over the 
first, published in 1951. The paper is better, the mimeo- 
graphing is much better, and copies are available for 
those interested from the church, 615 So. Figueroa St., 
Los Angeles. 

A “mission” in the Episcopal church, is a parish 
(church) which is not self-sustaining. This, then, is a 
manual for Treasurers of these small Episcopal units in 
Southern California. The manual is organized around 
the basic idea of good internal control. It is a good job— 
clear, specific and to the point. There is enough explana- 
tion to make the directions clear, and the inclusion of the 
forms in the back make the directions easier to under- 
stand. 

This is mot an accounting manual. You will find no 
chart of accounts, balance sheet, or budget statements. 
Instead it is procedural manual and an excellent source 
of ideas for internal control in churches. Certainly 
practicing C.P.A.’s who have churches as clients will 
find this a useful reference. 

A section on terminology would be most helpful. 
That of the Episcopal church is unfamiliar to most of 
us. Exactly what is a “Mission,” a “Suffragan Bishop,” 
a “Parish,” a “Warden,” “Lay Reader,” “Chapel’’? 
Definitions would assist other denominations to com- 
prehend the ideas more easily. 

A study of the monthly and annual reports does re- 
veal the accounting principles used. Fund accounting 
except for trust funds, is not used. This is rather sur- 
prising, since the concept of fund accounting makes for 
clear reporting in such an enterprise. Such principles 
have been in use in hospitals since the twenties, in col- 
leges and universities since 1910, in municipalities since 
the twenties, and in other social activities for many 
years. It will be interesting to see if next steps will be 
taken to true fund accounting. 

The section on personnel is revealed. The extent of 
“fringe benefits” (to borrow an excellent phrase from 
another field) is surprising and enlightening. Some other 
denominations might do well to emulate some of the 
practices of the Episcopalians in this area. 

Mr. Gibbs is a C.P.A., an assistant professor at 
Claremont Men’s College, a member of the California 
State Board of Accountancy, the American Accounting 


Association and the American Institute of Accountants, 
and he shows his training. 
HARVEY SHERER 
Corvallis, Oregon 


H. F. Van Gorper e al, A New Approach to Office 
Mechanisation (New York: American Management 
Association, 1954, pp. 62, $1.75). 


The report under review is both valuable and timely. 
Accountants and office managers who spend much of 
their time in setting up procedures will find it interesting 
and challenging. Teachers of accounting will also find 
their students interested in it. The reader will be im- 
pressed by the forthright presentation of the fact that 
hours of study and analysis must be spent before the 
question of equipment is considered. The popular con- 
ception that the “electronic brain” will solve any 
problem is laid to rest by a skillful showing of what 
must be done before the device can operate. One of the 
authors indicates that the “brain” can do only what you 
tell it to do; man is not yet to be entirely displaced. 

Objectively the report presents suggested solutions 
to problems involving: 

(1) Fundamentals of integrated data processing 

(2) The origination of data 

(3) The calculation and distribution of data 

(4) Conversion and high speed processing 

(5) The communication of data. 

The report rather conclusively proves that record 
keeping and processing is more efficient when the orig- 
inal document or paper is used as the basis of future ac- 
tivities in connection with record making for the 
transaction. Simplification and the elimination of dupli- 
cation are stressed. The idea is not new but until 
recent times no equipment has been available to execute 
the ideal procedures. The utilization of the “common 
language” machine is then developed. Anyone familiar 
with the processing of an order in a business institution 
knows that as the order proceeds from department to 
department much duplication of writing is done. The 
“common language” theory eliminates all manual du- 
plication of work. The typewriter, a common machine, 
properly equipped will write as usual and in addition 
produce a tape of the work done. This tape in channe! 
code may be passed on to any machine equipped to 
understand and utilize it. The tape in the succeeding 
machines will automatically cause to be printed such 
information as is desired. New material available from 
the operation of the secondary machine will be added 
to the tape, and as it moves to a third and succeeding 
machines the accumulated data will be available auto- 
matically. The result expected, the completed final 
document or paper, will therefore be created from a tape 
in which no duplication of work is involved. Presently 
there are a number of machines available to do this 
work, including adding machines, calculators, book- 
keeping machines, addressographs and others. 

Punched cards may be prepared, magnetic tapes 
produced, at any stage where occasion demands, volume 
is sufficient, and efficiency and economy will result. The 
concluding portion of the report brings most clearly into 
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focus the picture of integration by describing the com- 
munication of processed data from places far removed 
from one another to processing centers by wire, teletype 
or other communicating devices. Thus materials may 
be sent from many stations or branches to a common 
point where the necessary receiving machine is located, 
during the night when no labor need be employed, and 
the machine will have the printed results ready for use 
by management in the morning. 

There remains one area in connection with the instal- 
lation of various devices and systems which has not been 
publicly covered—the area of costs. Surely there must be 
a point up to which a number of available devices can- 
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not be economically employed. There is probably 
another point beyond which it may be wasteful not to 
employ the ultimate in high speed and high capacity 
equipment, mechanical or electronic. Too, not all re- 
ports that may be produced are necessary or utilized. 
Only those institutions utilizing the equipment can 
furnish actual costs on the job. Research in this area 
would help all concerned: the producers of equipment 
and the possible users both large and small. It would 
serve as a fitting sequel to the report reviewed. 

Frank H. HaMack 

Lecturer in Accounting 

University of Washington 


Auditing 


ApetBert G. Straus, Editor, Examination of Insurance 
Companies, Volumes 3 and 4 (New York: State 
Insurance Department, 1954, pp. 1455, $15). 


In the fall of 1952 a program was inaugurated by the 
New York Insurance Department for in-service training 
of junior and assistant examiners. Lectures presented as 
a part of this program are being made available in a 
series of six volumes. The first two volumes, published 
late in 1953, were reviewed here in July 1954. Volumes 
three and four are the latest publications in this series. 

Volume three deals with the liabilities of insurance 
companies. Major emphasis is placed on policy, un- 
earned premium, and loss reserves; although there are 
also chapters on tax, commission, and dividend re- 
serves, and on principles of loss accounting. When this 
volume is combined with the discussion of assets in 
Volume two, a comprehensive presentation is given of 
the financial condition of insurance companies. 

Volume four covers a wide range of topics relating 
to the operation and supervision of insurance companies. 
There are chapters devoted to electronic computers, 
uniform accounting, Federal regulation of insurance, 
valuation of securities, liquidation of insurance com- 
panies, and examination techniques for such specialty 
lines as title insurance. 

In 1946 legislation was enacted in the State of New 
York empowering the Superintendent of Insurance to 
promulgate rules of uniform accounting for fire and 
casualty companies. Eight years later many problems 
relating to uniform accounting remained unsolved. 
Several of these major problems, including that of allo- 
cation of joint costs, are analyzed in the section devoted 
to uniform accounting. Particular emphasis is placed on 
the methods of allocating salaries to various expense 
classifications. The use of time studies, surveys, and 
weighted item counts are all described in some detail. 
Especially valuable are the detailed illustrations of 
forms and procedures followed in the application of 
these methods to a specific situation. 

The chapter on Federal regulation of insurance is a 
treasury of information. Particularly valuable is the 
concise description which is given of the various anti- 
trust acts. Opinions of the United States Supreme 


Court are analyzed to obtain basic principles involved 
in the application of the Sherman, Clayton, Federal 
Trade Commission, and Robinson-Patman Acts. These 
principles are then applied to such practices as the 
exchange of information through trade associations, allo- 
cation of territories among companies, and the fixing 
of commissions by concerted action. Although primary 
attention is directed at the activities of insurance 
companies, this discussion is applicable to other lines of 
business as well. 

Probably no postwar development has so completely 
captured the imagination of accountants, statisticians 
and office managers as has the entry of electronic com- 
puters upon the business scene. A description of these 
business machines and an analysis of their use in coping 
with the mounting volume of paper work is found in the 
section on mechanization of record keeping and compu- 
tation. Of particular interest are the principles estab- 
lished to guide the installation of data processing sys- 
tems which were developed from the experiences of two 
companies with electronic machines. 

The only major criticism offered by the reviewer is 
directed at the editing. The chapter on credit insurance, 
for example, has little relationship with any other topic 
in these two volumes, although it would have fitted 
smoothly into the presentation in Volume one. Excep- 
tion is also taken with the decision to provide a compre- 
hensive index for the entire series in the forthcoming 
Volume six rather than to include an index in each 
volume. The usefulness of the books published thus far 
will be limited until an index is available. 

The Examination of Insurance Companies will be an 
encyclopedia of insurance practices. The publication of 
the final two volumes of the series is awaited with an- 
ticipation. 

H. Wayne SNIDER 
Associate Professor of Business 
IUinois Wesleyan University 


Homer St. Pace and Epwarp J. Koester, 
Auditing (New York: Pace and Pace, 1955, pp. viii, 
453, $6.75). 

This bock tells in a clear and authoritative manner 
what every student should know about auditing: what 
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to audit, how to audit, and how much to audit. This has 
what it takes to meet any fair standard for auditing 
textbooks. 

The book observes the same eight-section pattern 
found in the other volumes of the Pace Accounting 
Series: 

Section I (pp. 1-60) lays the foundation for the book; 
it also gets the student started on his first assignment of 
problems. This section discusses why audits are neces- 
sary, the types of audits possible, personal traits which 
good auditors possess, and the legal liability of auditors 
to third parties. It defines the “‘do” operations of audit- 
ing work: analyze, review, observe, inspect, confirm, 
inquire, compute and test. It describes the usual steps 
in negotiating for, stating the scope of, and beginning 
an audit engagement. It shows the need for audit pro- 
grams to guide audit procedures. Finally, to provide the 
student with textual help on his first assignment of 
problems, the section ends with a discussion of audit 
procedure for cash, dealing with cash counts and bank 
reconciliations. 

The next two sections outline the steps in review of 
operations; they also cover the audit of those balance 
sheet and income statement items that are inseparable 
from such review. Thus, Section II (pp. 61-108), after 
some preliminary attention to mechanics of audit work- 
ing papers, turns to audit of revenues, cash receipts and 
accounts receivable, Section III (pp. 109-148) takes up 
audit of purchases, payments and payables. 

The audit of balance sheet items not previously 
covered is the subject of the next three sections. Section 
IV (pp. 149-187), on notes receivable and inventories, 
is largely addressed to the latter item. The book leaves 
no doubt that in the audit of inventories the problem is 
partly auditing “what is left” in the stockrooms, on the 
store or factory floor, and in finished stock, and partly 
auditing “what is gone” in filling and shipping sales 
orders, for the costing procedures used inevitably affect 
both. Section V (pp. 188-229) packs a lot of discussion 
on the audit of investments, fixed assets, “intangibles,” 
and prepaid expenses. 

Section VI (pp. 230-272) deals with audit of notes 
payable and accrued debts; also of capital stock, surplus, 
reserves, revenues, and expenses. Since much of the work 
of verifying revenues and expenses has already been 
outlined before in the book, the attention in this section 
is to remaining matters, including comparative study of 
figures between years, The student is also reminded that 


the audit of reserves often looks easier than it is, and 
that inexperienced auditors would do well to remember 
that reserves are not always what their name or classi- 
fication might suggest. 

Section VII (pp. 273-309) discusses the mechanical 
aspects of working papers not previously mentioned in 
Section II, and is concerned mainly with techniques for 
indexing and filing. It also provides helpful remarks on 
how to prepare the first draft of an audit report. 

Section VIII (pp. 310-355) closes the text of the 
book with a description of how the public accountant’s 
office processes the completed audit through the work- 
ing paper review and report stages. It next discusses the 
several types of special audits or examinations that 
public accountants are sometimes called upon to make; 
and how the auditor may assist clients with their tax 
returns. The section ends with a discussion of profes- 
sional ethics, including a full reproduction of the Insti- 
tute’s rules for professional conduct. 

The crop of auditing books since the war gives evi- 
dence of being better written and more closely attuned to 
auditing as a practical art than their predecessors. The 
Pace volume on auditing is an important addition to this 
crop. Although it is a new edition of a book in use many 
years, this is the first time it is available in a form that 
is suitable for general class adoptions. 

Each section of the book includes the pertinent steps 
of audit, and no records related to whatever is under 
audit are overlooked. Each section provides a balanced 
treatment of topics, a persistent pre-occupation with 
practical aspects, and an extended consideration of in- 
ternal checks and how these are relied upon for the self- 
audit of much that transpires daily during the year. The 
check lists of “what to do,” in each section, take the 
mystery out of auditing work; they are an everlasting 
credit to the people who have evolved them out of long 
and painstaking experience in the field. 

The back of the book contains over 150 questions and 
problems for written assignments. Teacher’s outlines, to 
guide conduct of classes, and a teacher’s key to the 
questions and problems that may be assigned, are 
available. The book can be used in conjunction with any 
of the published audit cases now available to give 
students practice in making a complete audit. 

Harry D. KERRIGAN 
Professor of Accounting 
University of Connecticut 


Economics 


A. D. H. Kaptan, Big Enterprise in a Competitive Sys- 
tem (Washington: The Brookings Institution, 1954, 
pp. xii, 269, $4.00). 

Big Enterprise in a Competitive System is a timely 
treatment of certain of the problems of big business in 
our modern, industrialized economy. In the words of the 
preface, the book proceeded from “the belief that the 
only way to form a valid judgment of the role that big 
business plays in the economy, or to develop valid 
concepts of competition under modern conditions, was 


to examine the structure and performance of big busi- 
ness in relation to the objectives that the economy is 
expected to serve.” In general, the book is sympathetic 
to large-scale enterprise. It embraces rather strongly 
some of the ideas which the late Professor Schumpeter 
argued so persuasively, particularly his views on the 
importance of non-price versus price competition, on the 
importance of a degree of monopoly power in the stimu- 
lation of technological progress, and on the process of 
creative destruction. 
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The book has two introductory chapters. The first, 
“Development of Public Opinion and Policy,” is an ex- 
cellent brief exposition of the historical setting of the 
problem. It stresses the apparent schizophrenia in the 
public’s attitude, demanding antitrust enforcement on 
the one hand, yet fostering the growth of big business as 
investors, consumers and employees on the other. 

The second chapter discusses concepts of free enter- 
prise and competition and develops, probably too 
briefly, the objectives towards which policies should be 
directed. Free enterprise, Kaplan asserts, implies 
“freedom from excessive control by the state” and “free- 
dom from restrictive controls of economic choice by 
private domination of markets.” One senses that he, 
again like Schumpeter, is rather perplexed by economists 
who presume that the “most productive use of re- 
sources” requires an approximation to purely competi- 
tive conditions. It would be interesting to poll econo- 
mists on this question. 

The objectives of the competitive system are said to 
be: (1) “a wide choice of goods and services available in 
a free market,”’ (2) “room for individual opportunity 
and initiative to seek the rewards of competitive effort,” 
(3) arising “plane of living,” (4) ‘a dynamic and inno- 
vative competitive economy,” (5) “business rivalry .. . 
tempered by social ethics,” and (6) “social benefits and 
protections.” Kaplan feels that the ability of the 
economy to meet these objectives cannot be judged 
“against the standards of a mythical market structure.” 
Judgment must rest on empirical studies of actual 
market structures and market performance. The re- 
mainder of the book, consonant with the statement of 
the preface, proceeds in such an investigation. 

Chapters 3 and 4 examine the concentration of 
business in terms of employment and production re- 
spectively. Distributions and trends of employment by 
industry, by size of firm, and by type of organization are 
presented, based largely on Department of Commerce 
data. Similarly, the concentration of output is described, 
principally in terms of twelve “leading” manufacturing 
industries, with notation of divergence between con- 
centration measured by firm versus establishment data 
and by industry versus product data. The statistics are 
those of the T.N.E.C. monographs, the Federal Trade 
Commission, and the Celler Committee’s Siudy of 
Monopoly Power. 

Chapter 5 is devoted to case studies of the aluminum, 
rubber tire and linoleum industries. The intention is to 
show that there may be a basis for competition even 
though conventional statistical measures of concentra- 
tion show monopolistic or oligopolistic market struc- 
tures. In aluminum, the competition stems from rivalry 
with other products. In the tire industry, competition 
comes from rivalry among the “big four” producers for 
different markets—the new car market, the replacement 
market, the “private brand” market. The linoleum in- 
dustry is cited as an example of the ease of misinterpret- 
ing the crude concentration ratios due to the difficulty 
of properly defining the products which should be in- 
cluded in the industry. 

Chapter 6 describes the concentration of financial 
power in terms of distributions of asset sizes, asset-sales 
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ratios, and the amounts of income originating in cor- 
porate and non-corporate forms and in large, medium 
and small businesses. The next chapter, aimed at show- 
ing the changing character of the highly concentrated 
industries, shows that the relative amounts of total 
assets which the largest 100 firms had in various in- 
dustries shifted considerably between 1909 and 1948. 
Similarly, the changing ranks of specific firms within 
various industries are also noted. Kaplan concludes: 
“Positions of leadership as reflected by a place among 
the 100 largest industrials appear from the record to 
have been, on the whole, unsure and maintained with 
great effort.” 

Chapter 8 considers price competition in big business. 
Big firms, with a view to long-run cost curves, demand 
and profit maximization, are said to respond to the 
market and to “effect a distribution of market benefits 
equivalent to those that might accrue from transaction 
to transaction under atomistic competition.” A rigorous 
proof of this thesis is not presented, though it appears to 
rest on the assumption of internal and, perhaps, external 
economies of scale. As for price flexibility, Kaplan con- 
cludes that not business concentration, but rather the 
nature of the product, including the type of customer, is 
the more important consideration. In any case, “against 
any tendency for large size and fewness of sellers to 
lessen the significance of short-term price competition 
must be weighed the fact that big business as an inno- 
vating agency has been able to effect major price reduc- 
tions over the long-run.” 

Chapter 9 analyzes the competitive drives in big 
business. The central point is that intracompany rivalry, 
shareholder interests and distributive relationships, as 
well as demand conditions, create a more competitive 
atmosphere for big businesses than is commonly ac- 
knowledged. It may not be price competition, but it is 
competition none the less. The most dynamic force is 
the pressure to innovate in order to retain or improve 
the firm’s position. 

Chapter 10 treats the problems on integration. Inte- 
gration is described as ‘a method by which businesses, 
large and small, seek to compete more effectively.” 
Integration may reduce costs and provide security for 
the firm. It is, Kaplan says, “the logical outcome of in- 
novation in a company ing the resources and the 
know-how to follow through.” Like other business 
practices, integration by merger may or may not be 
harmful to competition. This cannot be judged on the 
basis of the form of the integration alone. 

In his conclusions, Kaplan maintains that the final 
test for competitiveness rests on whether there are made 
“available increasingly numerous, varied and significant 
market alternatives.” As for big business, it “has not 
merely been kept effectively subjected to a competitive 
system; on the whole it has also made an essential con- 
tribution to its scope, vitality and effectiveness.” 

The main arguments—that big business can be and 
frequently is highly competitive, that there is little 
evidence of increasing concentration relative to other 
aspects of the economy, and that continued technologi- 
cal development and efficiency require production by 
large firms—are interestingly presented. It is doubtful 
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that a reading of the book will convince many people on 
these points if they are not already swayed in that direc- 
tion. There are numerous arguments that can be used 
to dispute many of Kaplan’s points. The book would 
have been more objective if these had been covered in 
greater detail. But Kaplan has said what he wanted to 
say and has said it well. We may expect to see more 


books in this vein and we may be assured that each of 
them, if done as well as Big Business in a Competitive 
System, will mark a step nearer to an adequate under. 
standing of an extremely complex economic problem. 
PHILLIPS 
Assistant Professor of Economics 
University of Pennsylvania 


Finance and General 


AMERICAN MANAGEMENT ASSOCIATION, Tested Ap- 
proaches to Capital Equipment Replacement (New 
York: American Management Association, Inc., 
1954, pp. 94, $3.25). 


The replacement of capital equipment is becoming a 
problem of increasing concern to management with the 
speeding-up of the rate of obsolescence of complex 
equipment coupled with increased costs. This report 
reveals how the problem is handled by specific com- 
panies. 

There are eight coordinated articles by well qualified 
authors, in five parts: (1) basic considerations (2) an 
over-all system of capital controls, (3) test procedures 
for handling capital projects, (4) alternative methods 
of industrial financing, and (5) a comprehensive system 
of performance reports. 

The first article suggests that cost reduction is only 
one phase of the capital equipment problem. Capital 
expenditures rank in order of priority as first, those 
needed for continuity of operations; second, those 
needed for improvement of quality; and last, those 
needed for cost reduction. The second article further 
minimizes the cost reduction aspect of the problem and 
considers factors external to the company, suggesting 
the role of specialists in this problem. The third article 
illustrates the system used by one firm to assure the 
development and control of capital expenditures. 
Operation of the system provides procedures to aid in 
searching for ways to improve existing methods. The 
resulting proposals are then subjected to both quantita- 
tive and qualitative evaluation and considered in the 
light of capital available. The follow-up on adopted 
expenditures is provided by internal auditing and repet- 
itive and special analysis. 

Part (3) suggests cost constructions and analyses 
useful in reaching a decision on capital equipment ac- 
quisition. The first article illustrates the rate of return 
method, using continuous interest tables, for indicating 
desirable capital projects. The second article illustrates 
the use of the Machinery and Allied Products Institute 
approach or formula for capital equipment replacement 
proposals. Experience with the “MAPI” approach to 
date was considered “most satisfactory.” The third 
article illustrates capital expenditure planning by a firm 
with constantly changing methods and products due to 
changing consumer demand. Replacement is not an im- 
portant factor in such a situation and an over-all plan- 
ning approach is suggested. 

Part (4) deals with the problem of lease vs. purchase 
of capital equipment. The development of comparative 


costs is illustrated and the improved financial structure 
from leasing is discussed. 

This report will appeal to those seeking specific 
ideas on the development of a capital expenditures 
program. 

Norton M. BEDFORD 
Associate Professor of Accountancy 
University of Illinois 


Rosert N. Antnony, Shoe Machinery: Buy or Lease? 
(New York: National Shoe Manufacturers Associa- 
tion, 1954, pp. 62, $3.50). 


The court decree in the United Shoe Machinery case 
has created a new problem for many shoe manu- 
facturers: that of deciding on or about April 1, 1955, 
whether they should lease a given item of machinery 
or whether they should buy it. This book is the report 
of a study made by Dr. Robert Anthony of the Harvard 
Business School for the Technical Committee of the 
National Shoe Manufacturers Association. 

No pat answer to the problem has been given. Em- 
phasis has been placed on the use of each manufacturer’s 
judgment in analyzing his own peculiar business situa- 
tion. Professor Anthony emphasizes that in making a 
comparison between buying and leasing, two kinds of 
costs are involved: investment costs which occur only 
once during the proposition, and continuing costs or 
savings, which will flow more or less uniformly over the 
life of the machine. 

In comparing these two kinds of costs, four methods 
were used in the study: (1) the payback method in which 
the investment is divided by the annual cost of leasing 
to obtain the number of years over which the leasing 
costs will build up to an amount equal to purchase 
price; (2) the unadjusted return on investment method in 
which the annual cost of leasing, less depreciation on the 
purchased machine, is divided by the average invest- 
ment required if the machine is purchased to obtain 
the percentage return on investment. Since neither of 
these methods makes allowance for the fact that the 
dollar available for use today is more valuable than a 
dollar that will become available a year from now, the 
equivalent annual cost method and the time adjusted 
return on investment method are also discussed. Both of 
these methods make allowance for the timing of the 
transactions. 

The carefulness and thoroughness of the presentation 
of the alternatives in this report will greatly assist manu- 
facturers to make a satisfactory managerial decision in 
this matter. The report will also be of particular interest 
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to accountants, financial analysts and investors because 
of the effect on the income taxes to be paid, the net 
profits to be earned, and the cash available for divi- 
dends. 

The report is developed under five headings. In Part 
1, under the heading of General Considerations, are 
discussed the advantages and disadvantages of leasing 
and what costs are relevant. In Part 2 the discussion is 
on buying vs. leasing a given machine. In this chapter 
the problem discussed is that in which a certain item of 
machinery has worn out or has become obsolete and 
must be replaced. Since a decision has already been 
made as to the make and model of the replacement 
machine, the question to be answered is—should the 
machine be purchased or leased? In Part 3, the discus- 
sion relates to buying one machine vs. leasing another. 
In Part 4, are presented choices arising from the USMC 
decree. Among these are the lease vs. purchase of exist- 
ing machines; comparisons with competitive machines; 
comparisons of purchase alternatives with leasing; and 
selection of the most attractive purchase alternatives. 
In Part 5, a group of special problems are presented. 
Among these are lease with option to buy; installment 
plans and conditional sales agreements; lease some, 
buy some; waiting for a lower price. 

Because of its approach and its thoroughness as 
well as the simplicity of its analysis, this study should 
be read by all manufacturers or their accountants faced 
with the problem of leasing or purchasing equipment, 
and even plants and office buildings. The cost and tax 
factors involved in the decision are most ably presented. 

Joun J. W. NEUNER 
Professor of Accounting 
College of the City of New York 


Frank D. Emerson, AND FRANKLIN C. LaTcHaM, 
Shareholder Democracy (Cleveland: Western Re- 
serve University, 1954, pp. xiii, 242, $4.00). 


Mr. Emerson, a former interpretative attorney with 
the SEC, is professor of law in the University of Cincin- 
nati; Mr. Latcham is associate professor of law in West- 
ern Reserve University. This book is based largely on 
a series of articles by the authors in various law journals 
dealing generally with SEC proxy regulations. A fore- 
word was contributed by Benjamin Graham, who as a 
penetrating writer and analyst and head of a successful 
investment company has done so much to direct stock- 
holder action toward sound objectives. There are a 
number of amusing cartoons drawn by Miss Burmah 
Burris and originally used to illustrate an article on 
stockholder meetings in the March 1952 issue of For- 
tune. An interesting feature of the book is a “blow by 
blow” description of several recent proxy contests. 

The book is not nearly as broad as the title would 
indicate. It is a good brief statement of the development 
and present status of the law on proxy regulations. 
Some proposals for extension and modification are 
offered; in almost every case these suggestions involve 
additional powers for the SEC. It is clearly the view of 
the authors that shareholder democracy began in 1934 
with the Securities Exchange Act and the promulgation 
of the proxy rules; they seem to be entirely unaware that 


there ever was a proxy contest before 1934. As a matter 
of fact, less than five pages are used to develop the 
background of “‘stockholder democracy” from the early 
British practice down to the passage of the 1934 legisla- 
tion in the United States. It is perhaps fortunate for the 
authors that the book is not a “security” within the 
meaning of the Securities Act; the title might be held 
“misleading.” 

Without any doubt the SEC and the Securities 
Exchange Act have resulted in positive good so far as 
stockholder democracy is concerned. Moreover, it is 
clear that such corporate reforms promote the more 
effective functioning of our system of capitalism; but 
the world did not begin with the SEC. There were 
proxy contests long before 1934, and under both statute 
and common law the courts did restrain the abuse of 
corporate power. To be sure, these proxy contests were 
in the nature of “palace revolutions” and the small 
stockholder could do no more than to choose sides. It is 
not clear that he can do much more now. Indeed, it is 
not clear that very much more is either desirable or 
possible. 

In general, the emphasis in the book is political and 
legalistic rather than economic. The views of the authors 
seem to be that here are contending parties who are 
entitled to the equal protection of the law, and that 
therefore the government should assume the role of 
umpire. But there seems to be little understanding of 
corporate democracy as a force in the wise allocation of 
resources. Little or no attention is given to the kinds of 
questions that in the stockholder’s interest and in the 
public interest ought to be decided by informed stock- 
holders rather than by management; neither is there 
adequate consideration of the role of the investment 
company as stockholder and stockholders’ advocate. 
The effect upon corporate behavior of the possibility 
or threat of a proxy contest is not dealt with adequately. 
No attempt is made to appraise the reason for the great 
increase in stockholder interest in corporate affairs in 
recent years, except the implication that it has been due 
to the 1934 legislation. The proxy regulations serve to 
restrain corporate management, of course, but they 
serve also to restrain corporate gadflys. The net effect 
has been to promote shareholder democracy but clearly 
there are other reasons for the recent increase in stock- 
holder participation in corporate affairs. 

It seems “only yesterday” that it was the fashion 
to appraise the consequences of what was called 
“stockholder abdication” and the separation of owner- 
ship and control of corporations. It was argued that, 
by abdication, stockholders had forfeited their right 
to exclusive enjoyment of the fruits of ownership, and 
that these must and ought to be shared with other 
groups; it was urged that this could be accomplished 
only by virtually making the corporation an adjunct 
of government. Others urged that stockholders were not 
so essential any more (because corporate capital re- 
quirements could be largely met from internal saving), 
and in any event were not qualified to make the kinds 
of decisions that were required. In this situation it was 
predicted that corporate managers, especially the tech- 
nical managers as distinguished from the financial 
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managers, would become a new ruling class in a kind of 
undefined but subtle and benevolent dictatorship. 
Then stockholders decided not to abdicate after all. 
How unpredictable is the world! 

This book is a well written, interesting, well docu- 
mented collection of law review essays on various phases 
of proxy regulations. It is not a discussion of the signifi- 
cance and role of the stockholder in competitive capital- 
ism. 

O. K. BurrELL 
Professor of Business Administration 
University of Oregon 


GrorcE E. Lent, The Ownership of Tax Exempt Securi- 
ties 1913-1953 (New York: National Bureau of 
Economic Research, Inc., Occasional Paper No. 47, 
1955, pp. 140, $1.50). 


This paper covers several subjects: 

1. Classification of tax-exem pis as to issuers. These fall 
into three classifications: states and municipalities; 
federal government, under which there are two group- 
ings, fully tax exempt and partially tax exempt; and 
Farm Loan Bonds issued by Federal Land Banks and 
Joint Stock Land Banks. Since no tax exempt farm loan 
bonds are now outstanding and there are less than $200 
million fully exempt federal government bonds, the 
discussion of these two types of securities is largely 
academic. 

2. Amounls and periods of issuance and relirement, 
and reasons therefor. 

Federal government—Historically the greatest 
volumes of federal securities were issued during World 
War I and World War II and to finance deficits during 
the depression of the thirties. The greatest reduction in 
debt occurred in the decade 1919-1929 when 37% of 
the federal debt was retired. 

State and Municipal—The periods of greatest ex- 
pansion were 1902-1917, 1922-1932, and 1946 to date. 
Due to wartime restrictions and credit conditions, total 
debt was reduced during the war periods, and during 
the great depression municipal debt outstanding tended 
to level off. 

3. Purpose for which issued. 

Federal—By far the major portion was incurred for 
national defense, including the costs of the two world 
wars. Deficit financing is responsible for a much smaller 
share. 

State and Municipal—Some 60% of the total debt 
of the 48 states was incurred for two purposes: the con- 
struction of highways, and the payment of bonuses to 
returning soldiers. Municipal debt, originally either 
direct or guaranteed, was issued primarily for streets and 
roads and the construction of buildings including school, 
county and city structures. Since World War I there 


has been a rapid expansion in the formation of special 
districts as a means of financing public improvements, 
Also, this period has seen the issuance of non-guaranteed 
bonds by states and municipalities. The financing of 
various public-service enterprises such as water, light, 
sewer and transit systems as well as toll roads and 
bridges has been accomplished in large part through the 
sale of non-guaranteed obligations. 

4. Tax Exemption. 

Federal—The paper contains a lengthy discussion 
as to the characteristics of Federal debt at various times 
during the period as to taxable, tax exempt, or partially 
tax exempt features. The attitudes of various Secretaries 
of the Treasury on this question are stressed as well as 
reasons for changes in attitudes. 

State and Municipal—The constitutional background 
for tax exemption of state and municipal bonds is out- 
lined, and a full discussion follows as to the attempts 
made to withdraw this privilege through legislative 
enactment or court action. 

5. The ratio of tax exempt debt to taxable corporate 
debt, and finally 

6. Ownership. Much of this debt is publicly held, 
including sinking funds and trust funds, federal as well 
as municipal. That privately held is in the hands of 
commercial banks, mutual savings banks, stock insur- 
ance companies (life, fire, marine and casualty), mutual 
insurance companies, industrial corporations, endow- 
ment funds, fraternal organizations, and individuals 
including trust accounts. 

In discussing the varying percentages of tax exempt 
bonds outstanding, held by the above classifications of 
owners in different years, the author points out that 
while the height and degree of graduation of income 
tax rates is a major factor, other considerations includ- 
ing the comparative supply of municipal and competing 
types of securities, the relative attractiveness of safety 
and speculative gain, the requirements of various types 
of investors, and the credit policies of federal agencies 
may all play a part. About two-thirds of the individual 
holders are in the top one percent income bracket. A 
comparison is made of tax exempt vs. corporate bonds 
and tax exempt vs. dividend yields to determine the 
minimum income necessary to justify a tax exempt 
investment at varying tax rates. 

This study was undertaken by the author while he 
was a Carnegie Research Associate at the National Bu- 
reau of Economic Research, on leave of absence from 
the University of North Carolina. The paper contains 
twelve tables and twelve charts in the text as well as 
additional tables in the appendix. 

D. BRAMHALL 
Partner 
Bramhall & Stein, Seatile 


Statistics 


Kermit O. Hanson, Managerial Statistics (New York: 
Prentice-Hall, Inc., 1955, pp. vii, 306, $4.75). 
This introductry text is a useful contribution to the 

field of statistics because of the point of view taken, the 

emphasis throughout being on the practical application 


of statistical analysis to managerial control. The author 
has been successful in orienting the techniques of statis- 
tics to management needs. 

Sources of recorded data are often neglected in tradi- 
tional texts on statistical methods. In Chapter 2 both 
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internal business records and published sources are dis- 
cussed. Although this chapter makes no pretense to 
cover the field to the extent of E. T. Coman’s Sources of 
Business Information, the student is introduced to the 
most important statistical sources with a brief descrip- 
tion of their content. 

The author has taken a bold step, for an introduc- 
tory text in statistics, in introducing the concept of 
sampling in Chapter 3. There is a logical reason for so 
doing. Data required for statistical analysis is not always 
readily available from internal records or published 
sources. The intent is to familiarize the student, or 
businessman, with “the nature of sampling, types of 
samples, and general sampling procedures.” The 
theoretical and mathematical bases of sampling are 
omitted; the text is not designed for the professional 
statistician. 

The statistical analysis of data may take many and 
varied forms. Frequency distributions and averages 
are the most elementary of statistical techniques but 
have very wide applications. Chapter 4 describes these 
procedures in simple understandable terms. Measures of 
variation and skewness, also necessary for an adequate 
description of mass data, are developed in Chapter 5. 

The importance of judgment in business forecasting 
is generally recognized but there are analytical tech- 
niques available which provide useful guides. The use of 
index numbers, the most widely accepted statistical 
tool in this area, is developed in Chapter 6. Only the 
simplest forms of index numbers are discussed because 
it is recognized that “the more highly refined methods 
fail to achieve improvements in results adequate to 
justify their use.” 

Time series analysis is discussed in Chapter 7. The 
author not only explains the methods of computation 
but also evaluates each technique and demonstrates 
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the differences in the results obtained and the danger in 
rigid mathematical interpretation of the results, 

The use of linear correlation analysis in forecasting 
is developed in some detail in Chapter 8. More advanced 
concepts and techniques are reserved for further courses. 
The application of statistical methods to the analysis 
of internal records for purposes of managerial control 
is discussed in Chapter 9. Here the emphasis is on the 
most widely used and most widely useful tools: budgets 
and sales, inventory, production, expense, financial, 
and personnel control. If the analytical methods de- 
scribed are to be useful to management, the results of 
analyses made must be presented in such a way that 
their significance and meaning can be readily ascer- 
tained. The use of statistical tables in reports and the 
functions of graphic presentation are described in Chap- 
ters 10 and 11. The development of these two important 
topics is detailed and complete. Chapter 12, “Statistics 
and Managerial Control,” is concerned with the position 
of the statistical analysis function in an organization. 

Each chapter concludes with a section “Questions 
and Exercises.” A useful Instructor’s Manual includes 
suggested term research projects, a suggested assign- 
ment schedule, answers to the questions and exercises 
in the text, and additional questions with answers. 

A slight criticism may be made of some of the exam- 
ples used. Too many rely on “hypothetical data.” 
Secondly, this reviewer would like to have seen a more 
extensive bibliography in Appendix C. The instructor 
may find it desirable to supplement the material be- 
cause Managerial Statistics is not essentially a reference 
book. However, the student will find a difficult subject 
presented in a most palatable and acceptable form, 

S. M. OBerc 
Assistant Professor of Commerce 
University of British Columbia 


Taxation 


How to Work With The Internal Revenue Code of 1954 
(New York: The Journal of Taxation, Inc., pp. ix, 
577, $9.50). 

This is the complete text of the forty-five papers 
written for the symposium on the 1954 Code held in 
New York City in September, 1954, under the auspices 
of the Federal Tax Forum, Inc. The papers cover a wide 
variety of subjects, ranging in complexity from the new 
filing dates for individuals to the tax consequences of 
corporate reorganizations. 

Considering the fact that there are forty-five authors, 
and that some subjects were subdivided among two or 
more writers (e.g. two papers on capital gains and 
losses, four papers on accounting provisions) there 
is a surprising lack of duplication and overlapping. 
Methods of approach and presentation naturally vary 
considerably among the papers. Some of the authors 
draw upon the reports of the congressional committees 
for guidance in their explanation and advice. Illustrative 
examples are used to good advantage. The pros and 
cons of electing new methods (e.g. depreciation, re- 
serves for estimated expenses, deferment of prepaid in- 
come) are presented. Comparisons between related 


sections of the 1939 and 1954 Codes are supplemented 
by court citations and references to Treasury regula- 
tions. The volume is divided into fourteen sections, 
titled as follows: taxation of individuals, accounting 
provisions, capital gains and losses, partnerships, es- 
tates and trusts, corporate distributions and adjust- 
ments, pensions, profit sharing and deferred compensa- 
tion, etc., operating losses, restrictions on losses, mis- 
cellaneous corporate provisions, national resources and 
regulated utilities, foreign income, estate and gift taxes, 
procedural and administrative. 

As the title of the book indicates, it is designed to 
assist tax practitioners in gaining a working knowledge 
of the new Code. The analysis of important innovations 
and their effect upon business transactions and tax- 
payers should be most helpful during the immediate 
future. Until such time as new regulations are issued 
and tested in court the compilation admirably satisfies 
a need. A table of statutory references and a detailed 
index add much to its usefulness. 

C. NiswoncER 
Professor of Accounting 
Miami University 
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1955 U.S. Master Tax Guide (Chicago: Commerce 
Clearing House, Inc., 1954, pp. 416, $3.00). 


The 1955 edition of this annual publication is dated 
November, 1954, and reflects and properly emphasizes 
changes brought about by enactment of the 1954 In- 
ternal Revenue Code. Highlights of the many changes 
are listed and indexed on pages 3 and 4, classified into 
such major headings as income, exclusions, returns. 
etc. Necessarily such a listing can only cover what this 
index does purport to include—“highlights.” 

The first section, captioned “Tax Tables—Features”’ 
contains various rate and withholding tables and a 
calendar of due dates for filing various returns and mak- 
ing paynents and reports. It also contains eighteen 
pages of check lists for use in preparing returns. Each 
check list is in alphabetical order, keyed to paragraph 
numbers of the publisher’s “1955 Standard Federal 
Tax Reports,” but not to paragraphs of the book itself. 
There are no specimen returns. 

The bulk of the publication consists of fifteen chap- 
ters of explanatory text. Chapter titles and the number 
of pages and number of examples devoted to each 
indicate the coverage: 


Number Number 
of 


Chapter Title 0 
pages examples 
30 37 


I Individual Income Tax...... 


III Partners and Partnerships... 21 35 
IV Trusts—Estates—Decedents. 28 25 

V Income Tax Accounting..... 24 Fr | 
VI Nature of Gross Income..... 6 2 

VII What to Include in Gross In- 
26 7 
VIII Exclusionfrom GrossIncome. 19 18 
IX Sale or Exchange of Property. 33 21 

49 29 
XI Stocks, Bonds, Dealers, In- 

XII Tax Treaties—Foreign In- 

come—Foreign Taxpayers. 11 1 
XIII Returns—Payment of Tax— 


Non-wage Withholding.... 7 0 
XIV Current Payment of Tax.... 17 7 
XV Administration and Procedure 13 0 


The problem of preparing a suitable index for any 
volume containing as much detail as this is formidable. 
Literally hundreds of decisions must be made as to 
what items to include and how to list and group them 
and as to what items may safely or properly be ex- 
cluded. While the index of this book is lengthy it is my 
impression that its compilers may have erred slightly 
on the side of including too little instead of too much. 

Comparison with the 1954 edition reveals the follow- 
ing principal changes: 


(a) Material on partnerships has been taken out of a 
combined chapter in corporations and partner- 
ships, set up as a separate chapter, and greatly 
expanded. 

(b) This contraction of the corporation chapter has 

been partially offset by the addition of material 

dealing with taxation of unincorporated business 
electing to be taxed as corporations. 


(c) A section has been added to Chapter XIV deal. 
ing with estimated returns by corporations. 

(d) A chapter on the now-defunct excess profits tax 
law has been dropped. 


Each of these changes is warranted by changes in the 
Code. 

This volume is compact and weighs barely one 
pound. It can handily be carried in the tax man’s brief 
case and will probably provide answers to most ques- 
tions one has a reasonable right to expect to find short 
of consulting a tax service. 

T. ZLATKOVICH 
Professor of Accounting 
The University of Texas 


Canadian Master Tax Guide, 10th edition (Toronto & 
Montreal: CCH Canadian Limited, 1955, pp. 335. 
$3.50). 


Canadian Income Tax Act, 21st edition (Toronto & 
Montreal: CCH Canadian Limited, 1954, pp. 416, 
$3.00). 


Canadian Income Tax Regulations, 7th edition (Toronto 
& Montreal: CCH Canadian Limited, consolidated 
to July 1, 1954, pp. 96, $1.00). 


The Tax Guide outlines clearly and concisely the 
numerous provisions of the Income Tax Act, without 
going into voluminous detail, and with brief reference 
to numerous court decisions and to the same publisher’s 
looseleaf tax service. 

The book opens with a tax calendar. This is followed 
by a too brief introductory statement concerning the 
history of the income tax in Canada, with some refer- 
ence to its relation to American and United Kingdom 
taxation. The main portion of the book is divided into 
sections, the most important of which are: 

1. liability for tax 

. computation of income 
. computation of taxable income 
. computation of tax 
. payment of tax 
. exceptional cases and special rules 
. non-residents, tax on Canadian income. 
There are also briefer sections on such subjects as ap- 
peals, exemptions, special tax on undistributed income, 
gift tax, administration and enforcement, tax evasion 
and miscellaneous taxes. Also included are illustrations 
of the tax forms to be filed in connection with the spe- 
cial tax. The book concludes with a section on Companies 
Act fees. 

The subject matter is easily read and presented in 
a non-contentious manner. Terminology is concise and 
uncomplicated, and free from legal phraseology, and 
the printing is good. No errors or ambiguities were 
noticed in the presentation of the materia]. There are a 
detailed table of contents, an excellent 34-page index, 
and a number of good illustrative examples. However, 
a more extensive use of such examples would have been 
of value. 

The Guide should be extremely useful to business men 
who require knowledge of Canadian tax requirements, 
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and it should also be useful as a textbook in the teaching 
of Canadian income taxation. 

The Income Tax Act contains the entire provisions 
of Chapter 148 of the Revised Statutes of Canada, 
1952, with amendments to June 26, 1954, the governing 
Act concerning income taxation in Canada today. 

The book contains a relatively short table of contents, 
followed by a section giving the highlights of the 1954 
amendments. Following®this is a cross-reference table 
which allows the reader to readily find, in connection 
with any section of the current Act, the corresponding 
section in each of the two governing Acts which pre- 
ceded the current Act. 

Several pertinent sections of the Old Age Security 
Act are also included, together with details of the 
reciprocal tax agreements Canada has signed with the 
following countries: France, New Zealand, Sweden, 
United Kingdom, and United States. The book closes 
with an excellent 36-page topical index. Accompaning 
the Act is a self-covered, 23-page booklet by the same 
publishers listing the Canadian income and old age 
security tax deduction tables, amended to May 20, 
1954, for use by employers. 

Canadian Income Tax Regulations are contained in 
a self-covered booklet of 25 parts and 11 schedules. 
Some of the more important parts deal with the pro- 
vincial corporation taxes, deductions for foreign taxes, 
non-resident tax, capital cost allowances, and armed 
forces. The most important of the schedules is schedule 
B which sets out in detail the description of various 
classes of capital depreciable assets, and the capital 
cost allowance rates thereon. 

D. B. Fre.ps 
Associate Professor of Accounting 
University of British Columbia 


STaNLEY S. SURREY AND WILLIAM C. WARREN, editors, 
Federal Taxation—Current Law and Practice (Chica- 
go: Commerce Clearing House, Inc., 1954. Loose- 
leaf. $7.50). 


This C.C.H. volume, like its competitors, contains 
the appropriate sections of the Internal Revenue Code 
of 1954 (in this case omitting only Subtitles D and E 
dealing with certain excise taxes) together with sec- 
tions tabbed for the income tax, estate and gift tax and 
withholding and administrative regulations. The review 
copy contained only the proposed temporary regulations 
under the 1954 Code, and the gift and estate tax regula- 
tions promulgated under the pre-’54 Code. The volume 
differs significantly from an ordinary compilation of the 
Code and Regulations only in the addition of (1) a 
current materials section, supplemented by an excellent 
commentary by Professors Surrey and Warren, and (2) 
an appropriate cross-reference chart designed to facilitate 
use of the service in conjunction with any one of the 
many current casebooks. 

This service intended for law students, contains 
neither a textual handbook designed to “explain” 
federal tax law nor specific problems to be worked out 
by the student. In this respect it differs markedly from 
those student tax courses commonly used in commerce 
schools. (See Prof. Roller’s reviews in the April, 1955, 
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issue of this magazine.) This illustrates that difference 
in purpose for which the various /ypes of services are 
designed, which the instructor must consider in selecting 
materials for a course dealing in federal taxation. 
Typically, the tax accounting course revolves around 
the familiar handbook followed by discussion and the 
working of problems. Many instructors will also utilize 
cumulative problems designed to correlate the material 
and probably will require actual preparation of returns. 
Not so the typical law school course! The approach there 
is oriented toward analysis of the statutes and regula- 
tions with a view to determination of the law through 
reference to the primary materials. Cases which in 
themselves are no longer actually determinative of 
particular problems may be studied with a view toward 
gaining an understanding of the historical evolution of 
current regulation, thus facilitating the development of 
that understanding and approach which is necessary to 
work effectively with the present law and regulations. 
It is doubtful that many law school instructors de- 
pend exclusively upon casebooks as such; certainly there 
is increasing recognition of the desirability of the prob- 
lem method in areas such as Federal Taxation. But the 
emphasis even here will be vastly different from what 
might be termed the business school approach. There 
will probably be little attempt and even less success, at 
over-all coverage. It will be recognized that complete 
mastery of the detail of the Internal Revenue Code and its 
problems is not a very realistic goal for a three-hour 
course. Thus the emphasis may well be upon develop- 
ment of an approach or technique which will be of assist- 
ance in dealing with any particular legal questions which 
may later confront the student. The philosophy may well 
be that development of these skills of analyzing a factual 
situation and “solving” it, in the sense of at least recog- 
nizing the factors involved and appraising the possi- 
bilities, through the use of available statutory and case 
materials, is the type of preparation which will best 
aid the lawyer in handling the problems of his client. 
From the foregoing it will be evident that the aver- 
age law student, after a three hour course, is probably 
much less adept in the preparation of individual or 
corporate tax returns than his opposite number in the 
business school. And, for reasons outside the scope of 
“income tax” courses, he is also much less able to ab- 
stract the necessary information from a set of books 
preparatory to preparing a return. The former skill he 
may acquire, painfully perhaps, from actual practice 
or from studying such specimen returns as are available 
from various sources. If he has not already done so, he 
may find it desirable to study some federal tax “hand- 
book” with a view to acquiring an over-all view of the 
federal income tax and a little “hornbook” learning 
sufficient to enable him at least to recognize problems 
which may arise in the more common areas. This he 
can and should do on his own. It is doubtful that he 
will thoroughly analyze the code and regulations in the 
light of applicable case materials until he is confronted 
with a particular problem. When this comes to pass, 
his training should make possible a thorough, workman- 
like job, aided by legal training in research into the 
history and subsequent developments affecting both the 
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572 
applicable cases and legislation, supplemented by his 
training in ferreting out the discussion of the area by 
periodical and text writers who may shed the light of 
the expert on a difficult question. 

By contrast, his business school counterpart is prob- 
ably pretty well trained to cope with the normal prob- 
lems which may arise in the case of the individual’s tax 
return and, possibly, with the more run-of-the-mill 
problems arising in connection with corporate returns. 
He is, however, much less skilled in the use of varying 
techniques which may be employed in assessing the tax 
possibilities of a fairly unique set of facts for the pur- 
pose of predicting the results of pending or potential 
litigation. Particularly is this true when the factual 
situation involves operative facts outside of the account- 
ing framework. In practice, he may well learn to work 
with statutes and regulations, read and analyze cases 
and use services and periodicals. His “post-graduate” 
training, therefore, like the law student’s, will tend to fill 
the gaps in his formal training. But just as the law 
student is somewhat unlikely to develop sufficient skiil 
in understanding accounting records to enable him to 
effectively abstract the information and prepare the tax 
return workpapers for a consolidated corporate tax 
return, so the product of a tax accounting course is un- 
likely to develop the ability to consider the non-ac- 
counting aspects of tax practice, including an under- 
standing of the legal aspects of many factual situations 
which call for advice as to tax results, unless he takes 
special work or builds up his ability and understanding 
in this area through self-study. 

This is not written in deprecation of either of the 
methods of instruction now used nor is any change in 
either of the two advocated. Each is probably perform- 
ing its function in the way best adapted to fit its stu- 
dents for their particular roles in the taxing process. 
As a result of the training received, the accounting 
student is probably best fitted to prepare actual returns 
while the lawyer has been molded in the image of the 
adviser. The relative advantage of each will depend 
upon the relative need for “accounting know-how” as 
opposed to “legal analysis” in any given situation. The 
student who acquired a working knowledge of income 
taxation in a tax accounting course in the business school 
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and then took a law school course in income taxati 
where he devoted his entire energies to the acquisit 
of skills and techniques for solving the more diffieul 
problems has probably had that basic training 
is the best preparation for tax practice. It is at 
arguable that students can ill-afford specializatig 
even to this extent; in any event such individuals 
rare. Therefore, when difficult problems requiring b 
the skill of the accountant and that of the lawyer 
encountered, as in the more difficult areas of corpa 
taxation, it is not uncommon to find both the accow 
ant and the lawyer applying, in tandem, their 
skills of accounting to marshal the facts and le 
analysis to match the statute and the financial datay” 
It ought to be recognized that initially the skills of t 
lawyer and the accountant are complementary in # 
tax area. Further, realism requires that we acknowled 
not only that there will be varying degrees of skill am 
individuals within each profession but also that in 
vidual members of either profession who work in this % 
area may tend to acquire the skills of the other and” 
then attempt to perform duties normally performed by” 
their counterparts. It has become painfully apparent) 
that this raises difficult problems of professional relat 
tions. Recognition of the differences in training, and com © 
sequently, the limitations of the “average” member 
each profession may be of some assistance in pointi 
the way toward a more rational approach to the problem 7 
than has thus been manifest in some quarters. ‘i 
Similarly, recognition of the tacitly accepted, though 7 
seldom enunciated, difference in purpose between the = 
business school and law school “income tax course” 
will be implicit in the individual instructor’s appraisal” 
of income tax materials. Materials will and should be § 
selected to satisfy the particular goal. For that reason, | 
the materials under review would not seem particularly 
suitable for the standard business school course in Tax ~ 
Accounting, although they might prove eminently suit ~ 
able, when used in conjunction with one of the current © 


especu 


casebook collections of cases and materials, for the law © 


school course. 
ALAN N. PoLasky 
Ass’t. Professor of Law 
Northwestern University 
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